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Income Tax Problems of Corporations and 
Shareholders: American Law Institute 
Tax Project—American Bar Asso- 
ciation Committee Study on 
Legislative Revision 


STANLEY S. SURREY 
INTRODUCTION 


The work under the American Law Institute Tax Project * for the 
period 1956-1958 has been exclusively in the field of corporate taxa- 
tion. The topics considered involve corporate distributions to share- 
holders, corporate liquidations, the formation of corporations, cor- 
porate reorganizations and divisions, collapsible corporations, 
corporate transfers involving net loss carryovers, multiple corpora- 
tions, the definition and treatment of debt, attribution of stock own- 
ership, and allied matters. In effect, nearly all of the principal prob- 
lems in the corporation area have been under consideration. This is 
asummary of the entire study for the two-year period. 

This study has as its background the suggestions relating to corpo- 
rations and holders of corporate stock or obligations in the Febru- 
ary, 1954 Draft of the American Law Institute Tax Project (sections 
X500 et seq.) and the provisions of Subchapter C of Chapter 1, In- 
ternal Revenue Code of 1954, entitled Corporate Distributions and 
Adjustments. A special subcommittee of the Section of Taxation of 
the American Bar Association, known as the Subcommittee on Liai- 
son with the American Law Institute, Subchapter C, has also been 
studying these corporate tax problems.” The Staff of the ALI Tax 


STANLEY S. SurREyY is Jeremiah Smith, Jr., Professor of Law, Harvard Law School. 

1 For descriptions of the ALI Tax Project, see: Miller, The Law Institute’s Income 
Tax Project, 37 A.B.A.J. 191 (1951), and Darrell, Internal Revenue Code of 1954—A 
Striking Example of the Legislative Process in Action, So. Cauir. Tax Inst. 1, 17 (1955) 
and articles cited in n. 1. 

2The members of this Subcommittee were: C. Rudolf Peterson, Co-chairman (1955- 
1958), Washington, D. C.; Clifford L. Porter, Co-chairman (1957-1958), New York, New 
York; Seymour 8S. Mintz, Co-chairman (1955-1957), Washington, D. C.; Robert Anthoine, 
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Project * and the ABA Subcommittee have pursued their activities 
jointly. The working plan involved the preparation of ALI Staff 
memoranda in accordance with an agreed agenda. These memoranda 
were then considered at meetings, held at some periods almost 
monthly, of the ABA Subcommittee and the Staff. The memoranda 
were than revised in accordance with an informal consensus as to 
the most desirable paths to pursue. The memoranda presented both 
suggested statutory changes and comments thereon. The over-all ob- 
jective is a re-examination of the major technical suggestions re- 
garding corporate taxation in the ALI February, 1954 Draft in the 

light of the provisions of the 1954 Internal Revenue Code and the 
operating experience under those provisions. 

A considerable number of memoranda were presented to the Tax 
Advisory Group of the ALI Tax Project at meetings in Washington, 
D. C., on February 28 through March 1, 1957 and April 24 through 
26, 1958. As a result of the very thorough and informed discussion of 
the problems considered at those meetings, the memoranda pre- 
sented were revised to reflect that discussion.* 

The material that has been prepared to date does not represent 
final conclusions of the ABA Subcommittee nor, of course, of the 
ABA Section of Taxation or its Council or the ABA House of Dele- 
gates. Also, the material does not represent final views of the ALI 
Tax Staff nor the views of the Tax Policy Committee of the ALI Tax 
Project, and it has not been considered by the latter group. Further- 
more, it has not been considered by the Council of the Institute or 





New York, New York; Lincoln Arnold, Washington, D. C.; Edwin 8S. Cohen, New York, 
New York; E. Randolph Dale, New York, New York; William M. Emery, Chicago, Illi- 
nois; Charles C. MacLean, Jr., New York, New York; Carbery O’Shea, New York, New 
York; Wilson C. Piper, Boston, Massachusetts; John C. Reid, Washington, D. C.; f 
Leonard L. Silverstein, Washington, D. C.; George Stinson, New York, New York; 
Josiah Willard, New York, New York; K. Martin Worthy, Washington, D. C. 

8 The ALI Tax Project Staff for this study consisted of: Stanley 8. Surrey, Law 
School of Harvard University, Chief Reporter; William C. Warren, Columbia University 
School of Law, Associate Chief Reporter; and the following Research Assistants to the 
Reporters: Richard J. Barnet, Cambridge, Massachusetts, November, 1957 to date; 
Moses G. Ehrlich, Cambridge, Massachusetts, October, 1956 to date; Arthur L. Kimmel- 
field, New York, New York, September, 1955 to date; Fred M. Ringel, New York, New 
York, September, 1955 to date; Lawrence M. Stone, Cambridge, Massachusetts, July, 
1956 to August, 1957; and Paul R. Weltchek, Cambridge, Massachusetts, December, 
1957 to date. In addition, Frederick Gelberg, New York, New York, and Carolyn K. 
Tenen, New York, New York, former Research Assistants, cooperated with the Staff in 
this study. 

4 These memoranda have been published by the American Law Institute under the title 
Income Taz Problems of Corporations and Shareholders—Report of Working Views of 
a Study by the American Law Institute Staff and American Bar Association Section of 
Taxation Liaison Committee (1958). j 
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the membership of the Institute. In effect, the study has resulted in 
working views in the form of tentative suggestions for a number of 
considerable changes in Subchapter C. 

Despite the tentative status of the material, it may be of interest 
to those concerned with the corporate provisions of the Internal 
Revenue Code to have information on the major matters under con- 
sideration and the general trend of the work. The following sum- 
mary is therefore presented with the caveat above noted that no 
final views have been reached by those working on the study.® The 
matters considered are arranged as follows: 


I. Corporate Distributions 
Redemptions of Corporate Stock 
Stock Dividends and Section 306 Stock 
Corporate Contractions 
Corporate Divisions 
II. Complete Termination of Corporate Activity or Shareholder 
Ownership 
Complete Liquidations 
Collapsible Corporations 
III. Corporate Reorganizations 
Unifying Reorganizations 
Reincorporation Situations 
IV. Net Operating Loss Carryovers 
V. Multiple Corporations 
VI. Problems of Debt in the Corporate Area 
VII. Attribution of Stock Ownership. 


I. Corporate DistRiButions 


One complex of problems in the corporate area involves the classi- 
fication of corporate distributions to shareholders between those 
which produce dividend consequences and those which involve only 
capital gain treatment. At one end of the scale are regular dividend 
distributions ; at the other end are capital gain distributions in com- 
plete liquidation. Some principal points in between are distributions 
in redemption of corporate stock not involving any cessation of cor- 
porate activity, distributions of stock dividends, distributions in re- 
demption of stock consequent upon a contraction of corporate activ- 
ity, and distributions involving a division of the corporate business 


5 This summary was presented by Stanley 8. Surrey, Chief Reporter, to the May, 1958 
meeting of the American Law Institute. A few revisions have been made in the May text. 
For more detailed discussion of the matters considered in this summary, the reader is 
referred to the basic report; see note 4 supra. 
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between several corporations. The points to which main attention 
has been given in the study are those involving corporate contrac- 
tions and corporate divisions, though consideration was also given 
to the other aspects. 

Redemptions of Corporate Stock. Thus, as to distributions in re- 
demption of stock not involving any cessation of corporate activity, 
the 1954 Code in section 302 essentially uses as a test for capital gain 
treatment the presence of a substantial disproportionality among 
shareholders as respects the stock redeemed from them. This test is 
worked out in mechanical formulas. In addition, there is a general 
clause excepting from dividend treatment any redemption ‘‘not 
essentially equivalent to a dividend.’’ The examination of section 
302 has so far led to the impression that this over-all approach on 
this aspect can be accepted as a working basis. However, as to the 
mechanical formulas for disproportionality, it is thought that the 
requirement that the shareholder must after the redemption own 
less than 50 per cent of the total voting power could be discarded. 
The reduction in corporate size needed to meet the other phase of the 
test—that of a reduction in the ratio of the shareholder’s ownership 
of voting stock to 80 per cent of his former ratio—can be regarded 
as sufficiently drastic to make the 50 per cent test unnecessary.® Thus, 
in cases where the 50 per cent limitation would be operative, a reduc- 
tion in stock ownership which satisfies the 80 per cent test involves 
a reduction in the size of the corporation varying from 95 per cent 
where the shareholder owned 99 per cent of the shares prior to re- 
demption to 25 per cent where he owned 62-1/2 per cent. The other 
detailed requirements of the section have not been considered, ex- 
cept as they relate to the attribution-of-stock-ownership problems 
discussed later. 

Stock Dividends and Section 306 Stock. As respects the distribu- 
tion of stock dividends, the research so far has led to the acceptance 
of the 1954 Code treatment as a working basis. This treatment 
consists essentially of permitting tax-free distribution of stock divi- 
dends, but applying ordinary income rather than capital gain conse- 
quences to a later sale by the shareholder of preferred stock divi- 
dends called ‘‘ section 306 stock.’’ It is believed, however, that there 
is a need for greater consistency in the treatment of section 306 
stock, so that variations do not occur depending on whether the stock 
is sold or is redeemed and the differences between the rules govern- 
ing redemptions under section 302 and those under section 306 are 


6 This topic has not been discussed by the Tax Advisory Group of the ALI Tax Project. 
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minimized. Also, the ordinary income treatment may need tightening 
as respects gifts of section 306 stock, especially to tax-exempt or- 
ganizations, and transfers of such stock to wholly-owned corpora- 
tions. 

The research to date has led to these working views: 

(1) Sales of section 306 stock should be treated as redemptions, 
and the rules of section 302 should be applicable with the exception 
of section 302(b) (1) relating to redemptions not equivalent to a divi- 
dend and section 302(b)(2) relating to disproportionate redemp- 
tions; this stricter treatment for section 306 stock is justified on the 
ground of the potential abuses available under preferred stock divi- 
dends. Since sales of section 306 stock are to be treated as redemp- 
tions, ordinary income recognized on the sale of section 306 stock 
would be considered dividend income, and an adjustment in the earn- 
ings and profits of the issuing corporation would be made. 

(2) Section 306 rules should not apply where the shareholder im- 
mediately after the disposition owns less than one per cent of the 
outstanding common stock or less than 25 per cent of the common 
stock which he owned immediately after he received the preferred 
stock dividend. ' 

(3) If section 306 stock is transferred to a controlled corporation, 
for purposes of section 351 the transfer should be treated as a tax- 
able disposition, but the stock received in exchange should be counted 
to establish the existence of control in the transferor. 

(4) The sale or other disposition of non-section 306 stock under 
circumstances involving the redemption of the stock pursuant to a 
plan should be treated as the equivalent of a direct redemption of 
stock from the shareholder making the initial disposition. 

One further working view, objected to by some, is as follows. If 
section 306 stock is given to a charitable organization, the deduction 
allowed for the charitable contribution should be reduced by the 
amount which would have been treated as a dividend if the stock had 
been sold. A modification of this view would be to regard income as 
being realized on the donation of the section 306 stock, thus requiring 
an inclusion in income at that time, and then permitting the allow- 
ance of a charitable deduction. While this situation is illustrative of 
a general problem respecting charitable contributions of income 
items, it may be desirable to have an ad hoc solution of the particular 
problem of section 306 stock. 

Corporate Contractions. The main attention in the area of corpo- 
rate distributions has been devoted to corporate contractions and 
corporate divisions, since it is here that the 1954 Code treatment 
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raises difficult issues. The ALI 1954 Draft took the position that a 
redemption of stock in partial liquidation of a corporation which was 
pro rata at the shareholder level required dividend treatment. The 
motivating factor at the corporate level for the partial liquidation 
was regarded as not relevant tax-wise to the shareholder treatment. 
The 1954 Code views the problem differently and establishes certain 
partial liquidations as producing capital gain treatment to the share- 
holders because of the motivating factors at the corporate level. Pre- 
sumably, the chief corporate factor recognized as relevant is a ‘‘con- 
traction’’ of the corporate business. However, this approach, 
discussed in the legislative history, is not directly reflected in the 
statute. The pertinent language in section 346(a) refers to distribu- 
tions ‘‘not essentially equivalent to a dividend,’’ but does not indi- 
cate how this test is differentiated from the same test used in a dif- 
ferent context in section 302. The language also refers, in section 
346(b), to distributions attributable to the cessation of a trade or 
business conducted for the five preceding years. While this language 
looks in a sense to ‘‘contraction,’’ since it requires the ‘‘cessation’’ 
of a particular trade or business, there apparently is no require- 
ment that this ‘‘cessation’’ actually result in a ‘‘contraction’’ of 
corporate activities. 

The essential problem is familiar to those working in the corporate 
area.” The typical conditions for dividend treatment are present in 
these situations: pro rata redemption, accumulated earnings and 
profits, and continued existence of an active corporation. This being 
so, what is a ‘‘corporate contraction’’ and how does it alter these 
conditions? Can it be a matter of reduction in assets when every div- 
idend distribution has that effect, and any dividing line here is only 
one of degree? Can it be a cessation of a particular business, if that 
cessation is followed by the expansion of a remaining business or the 
start of a new business? Then, assuming definiteness can be im- 
parted to a contraction concept, why does the presence of a contrac- 
tion make for capital gain treatment since, as indicated before, the 
corporation is still continuing its existence—in other words, the liq- 
uidation is partial and not complete? 

As to the definition of a contraction concept, the 1954 Code uses 
as the event meriting contraction treatment the cessation of a trade 
or business separately operated for at least five preceding years. 
Many believe this test inappropriate and undesirable. In itself it 

7 See Cohen, Surrey, Tarleau, and Warren, A Technical Revision of the Federal Income 


Tax Treatment of Corporate Distributions to Shareholders, 52 Cotum. L. Rev. 1, 36 
(1952). 
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really guarantees nothing as to the genuineness of the contraction. 
Patient taxpayers could satisfy the requirement by reinvesting the 
corporate earnings in a new business to be properly aged. On the 
other hand, if current cessation is to be regarded as an important 
factor, why must it be the cessation of a business separately oper- 
ated for five years? Suppose an integrated manufacturing and retail 
activity is involved and the decision is to cease the retail operations. 
Is this any less a contraction than ceasing to operate one of two re- 
tail stores separately operated in the past? Moreover, the five-year- 
separate-business test involves many definitional problems. What 
kind of income-producing activities constitute a separate business 
and when are businesses kept separate? Does a change in business 
methods, location, or the like constitute a new business and so cause 
a new five-year period to start running? It would seem unwise to re- 
quire the development of a tax jurisprudence on the meaning of 
‘*separate business’’ and the duration of business activity unless the 
concepts are regarded as highly useful despite these inherent com- 
plexities. 

The conceptual utility of a five-year-separate-business test would 
seem to be limited. Under it important consequences are likely often 
to depend upon relatively minor historical factors. At most the con- 
cept has only evidentiary value in that in some cases the prior exist- 
ence of a degree of separateness may make more understandable the 
business reason for the current contraction. But since prior separa- 
tion of the businesses offers no conclusive indication of the genuine- 
ness of a current contraction, is the concept sufficiently relevant to 
be legally determinative? 

The enumeration of these infirmities of the five-year-separate- 
business test, however, serves really to underscore the basic diffi- 
culty of selecting and describing the event which merits contraction 
treatment. A reduction-in-business approach is in part vulnerable to 
the temporary prior investment of surplus cash to set the stage for 
the later ‘‘contraction’’ and the subsequent reinvestment of retained 
surplus cash after a purported contraction. Moreover, if the event 
must involve a reduction of active business operations rather than 
the cessation of stock or real estate investments, can an appropriate 
dividing line defining ‘‘ active business’’ be achieved? Further, a re- 
duction in physical business assets does not necessarily connote a 
contraction of business activity, but may merely reflect a change in 
the method of operating the business. Thus, if a manufacturing con- 
cern disposes of its captive mine, the step may or may not result ina 
reduction in business, depending in part on the extent to which the 
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concern thereafter utilizes other sources of raw materials. Also, the 
distribution should probably be confined to the assets of the discon- 
tinued business (or the proceeds of their sale) so that the connection 
between the business reduction and the distribution may be easily 
demonstrated. Without such a requirement, a ‘‘reduction in busi- 
ness’’ could be used as an excuse to distribute surplus cash or assets 
not used in the discontinued activity. But can the necessary alloca- 
tion of assets really be made? 

The main tasks are thus twofold: to decide whether a contraction 
concept is to be used as a test for capital gain treatment and, if so, to 
define the concept. On these tasks the research to date has led to these 
working views: 

(1) Recognition should be given to the concept of contraction. 
While the issue appears to be a close one, there is considerable senti- 
ment for an area of capital gain treatment before complete liquida- 
tion occurs. 

(2) A contraction permitting capital gain treatment should be a 
radical event in the life of a corporation that is much more akin to a 
complete liquidation than to a dividend distribution. The distribu- 
tion should: 

(a) represent the consummation of a plan to reduce substantially 
the business activity of the corporation ; and 

(b) consist of assets, or the proceeds of their sale, previously 
committed to the active conduct of the corporate business and which 
accounted for at least 50 per cent of the net worth of the corporation 
before the distribution. This 50 per cent requirement is some protec- 
tion against the uncertainties inherent in the reduction-in-business 
concept. 

This test in one view could replace the present five-year-separate- 
business test of Code section 346(b). However, if it is thought that 
the five-year-separate-business test should also be retained, then at 
least that test should be strengthened by requiring that the particu- 
lar separate business discontinued must previously have constituted 
a substantial portion of the corporate net worth, say, 20 per cent or 
33-1/3 per cent.® In this light, compliance with the five-year-sepa- 
rate-business test would be a factor permitting the application of a 
somewhat lower percentage of net worth standard than required 
under the reduction-in-business test. 


8 The 1957 Tax Advisory Group meeting, by a small margin, preferred the reduction- 
in-business-50-per-cent test to a five-year-separate-business test. The 1958 Tax Advisory 
Group meeting clearly desired the reduction-in-business-50-per-cent test as one test, but 
then by a small margin desired retention also of a five-year-separate-business test with a 
percentage limitation, more favoring 20 per cent than 33-1/3 per cent. 
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(3) The present statutory separation between redemptions of 
stock under Code section 302 and partial liquidations under section 
346 should be eliminated. The catch-all phrase ‘‘not essentially 
equivalent to a dividend’’ of section 302 would be relied on to reach 
all exceptional situations warranting capital gain treatment, and the 
repetition of the phrase in section 346 would end. Thus, the catch-all 
phrase would apply to both pro rata and non-pro rata distributions 
to shareholders. The automatic contraction test mentioned in work- 
ing view ‘‘(2)’’ above would be shifted to section 302 as an enume- 
rated situation resulting in capital gain treatment. 

(4) The term ‘‘partial liquidation’’ could be restricted to a series 
of distributions in redemption of all the stock, in effect a form of 
complete liquidation. 

(5) Section 311(b) and (c), prescribing recognition of corporate 
gain on the distribution of Lifo inventory or of property with lia- 
bilities in excess of basis, would apply to all section 302 transactions, 
including corporate contractions. Section 306 stock redemptions 
would not result in ordinary income in any stock redemption involv- 
ing corporate contractions. These changes would end present varia- 
tions between section 302 non-pro rata stock redemptions and section 
346 stock redemptions involving corporate contractions, thus per- 
mitting section 302 to encompass both types of redemption. 

Corporate Divisions. The subject of corporate divisions—the di- 
vision of the activities of a corporation among two or more corpora- 
tions owned by the shareholders—is closely allied to the problems of 
stock redemptions and partial liquidations. In these latter cases the 
shareholders remain as shareholders of a continuing corporation 
but after the transaction is completed possess some assets pre- 
viously held at the corporate level, or their cash equivalent, in addi- 
tion to their stock. If a corporation places some assets in a new cor- 
poration and then distributes the latter’s stock to its shareholders, 
either in redemption of stock or as a dividend, the shareholders are 
in a position to sell the new stock or liquidate the new corporation 
and thereby obtain the cash equivalent of the former corporate as- 
sets. At the same time they own the stock of the continuing original 
corporation, a situation akin to those in the stock redemption and 
partial liquidation areas which required classification between divi- 
dend treatment and capital gain treatment. On the other hand, if the 
new stock is not sold, the shareholders have simply divided their cor- 
porate assets into several corporations but have not otherwise sig- 
nificantly altered their relationship to those assets. They are, how- 
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ever, in a position to alter that relationship by a future sale of the 
new stock or a liquidation of the new corporation, as indicated above. 

The dimensions of the problem thus appear.® It may be important 
under some business circumstances that corporate activities be sep- 
arated among more than one corporation. Yet such separation pro- 
vides the potentiality for a sale or liquidation which would produce 
the net effect of a dividend distribution. Can a reasonable accommo- 
dation be made between these two factors? The 1954 Code in section 
355 attempts to solve the problem by permitting tax-free corporate 
divisions (so that they involve neither dividend consequences nor 
recognition of gain) if businesses separately operated for at least 
five years by the original corporation are divided, and the trans- 
action is not used principally as a device to distribute earnings and 
profits. The basic irrelevance of this five-year-separate-business test 
has been observed under the corporate contraction discussion. Here 
it may be some evidence, because of the prior separate operation of 
the businesses, that there is now some business reason for their di- 
vision between two corporations, but the evidence is hardly conclu- 
sive nor necessarily pertinent. Moreover, the converse cannot be 
true, since business reasons may arise which require separation of 
activities formerly conducted as an integrated operation. The ALI 
1954 Draft permitted tax-free corporate divisions either where a 
widely-held corporation was dividing or where corporate activities 
were in effect being divided among -the shareholders, as where one 
shareholder retained the stock of the original corporation and an- 
other shareholder received the stock of the new corporation. It then 
added a third category—transactions in which the motivating busi- 
ness reason and the lack of a tax avoidance purpose were established 
to the satisfaction of the Treasury; here the Treasury could con- 
dition its approval by a tainting of the stock similar in approach to 
that applicable to preferred stock dividends under Code section 306. 

Clearly, both the Code and the ALI 1954 Draft are premised on the 
view that business necessities or business desirabilities require some 
corporate divisions, but both also recognize the ‘‘bailout’’ poten- 
tiality of a corporate division and seek an accommodation between 
the two. Both, however, do not clearly identify the character of the 
business motivation. Thus, it may be necessary or desirable that a 
corporation divide its activities between two corporations, so as to 
provide separate management, to insulate the assets of one from the 

® See Cohen, Surrey, Tarleau and Warren, A Technical Revision of the Federal Income 


Taz Treatment of Corporate Distributions to Shareholders, 52 Cotum. L. Rev. 1, 40 
(1952). 
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risks of the other, to meet different labor union considerations, to 
meet geographical factors, and the like. But in many cases the needed 
separation can be achieved by a parent-subsidiary relationship. The 
real question in the corporate division area, however, appears to be 
the business reasons for separate corporations, each owned directly 
by the shareholders, and not that of separation per se. Yet, in turn, 
after a desired separation at the corporate level, may the justifica- 
tion for distribution of the new corporation’s stock to shareholders 
in lieu of parent-subsidiary operation be found in the burdens of the 
intercorporate dividends tax? Or is this answer really too pat in 
view of the bailout possibilities that exist where direct shareholder 
ownership is reached, so that an independent business reason for 
the distribution to the shareholders must be present as a safeguard? 

While both the 1954 Code and the 1954 ALI Draft rest essentially 
on the business-reason approach—the 1954 ALI Draft in terms of a 
tax avoidance test and the 1954 Code in terms of a device to distrib- 
ute the earnings and profits—the 1954 Code requires that the pre- 
liminary hurdle of the five-year-separate-business test be passed be- 
fore the business-purpose standard is applied. The difficulties with 
this test have been described under corporate contractions. These 
difficulties, it may be observed, are more clearly recognized in the 
1954 Code in the corporate division area than in the corporate con- 
traction area. In the corporate division area the test is a preliminary 
requirement before the business-purpose standard is reached, while 
in the corporate contraction area the test is applied as the sole and 
automatic standard. In view of the deficiencies in the five-year-sepa- 
rate-business test, should it be retained as a preliminary hurdle? 
Moreover, if basic reliance is to be placed in the corporate division 
area on the business-purpose or non-tax-avoidance approach, is it 
desirable to continue to phrase this approach in terms of the 1954 
Code language of ‘‘not used principally as a device for the distribu- 
tion of earnings and profits,’’ which forces questions as to possible 
subtle differences respecting the more generalized clauses phrased 
in terms of tax avoidance purpose? 

The research to date has led to these working views: 

(1) A corporate division resulting in divided shareholder owner- 
ship—the splitting of the corporate activities among shareholder 
groups usually as the solution to a dispute at the shareholder level 
—should be permitted tax-free where each corporation is engaged 
in the active conduct of business. 

(2) Corporate divisions resulting in pro rata shareholder owner- 
ship of the divided corporations should be permitted tax-free where 
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genuinely motivated by business reasons and where each corpora- 
tion is engaged in the active conduct of business. These reasons, pre- 
sumably, should extend to both the corporate separation and the dis- 
tribution of the new corporation’s stock, and the intercorporate 
dividends tax factor is not by itself enough in this respect to support 
the distribution of the stock. This standard could be expressed in 
terms of a tax-avoidance test, with appropriate committee report 
language expressing the business-purpose approach. The five-year- 
separate-business requirement would be dropped as a preliminary 
statutory hurdle. It would become instead merely one factor to be 
considered in assaying the current motivations for the division. 

(3) It is desirable to have a reasonably uniform case-by-case ap- 
proach to this second situation involving pro rata shareholder own- 
ership. While the business world requires relatively few corporate 
divisions of this nature at the shareholder stock ownership level, 
still some are presumably required, and an informed judgment con- 
sistently applied is needed to recognize the appropriate situations. 
The question is thus that of the most appropriate method of adminis- 
tration of a business-reason-non-tax-avoidance test in this area. As 
some view this question, the Internal Revenue Service ruling pro- 
cedure is suited to this task. Under this approach, accordingly, those 
pro rata corporate divisions could qualify for tax-free treatment 
where it could be shown to the satisfaction of the Service that tax 
avoidance is not present. Since most corporations would scarcely 
proceed under the present Code without a Service ruling, this ap- 
proach would merely formalize the present operating procedure. On 
the whole, in this area at least, such a procedure is likely to be more 
satisfactory than one which leaves the matter to judicial develop- 
ment. However, others believe the ruling procedure is satisfactory 
only as long as a taxpayer is free to go to the courts either after an 
adverse ruling or without first seeking a ruling. These would there- 
fore leave the standard to judicial development.” 

(4) Widely-held, as well as closely-held, corporations would have 
to meet the business-reason-non-tax-avoidance test for the tax-free 
division treatment, since it would here be inappropriate to accept the 





10 An answer to the question whether matters should be left to administrative discre- 
tion, even if the discretion is confined to an isolated area, is bound to be affected by the 
views one holds as to the role of an administrative agency in the federal tax field. The 
1957 Tax Advisory Group meeting, by a small margin, was willing to leave the text 
situation to administrative discretion; the 1958 Tax Advisory Group meeting felt, by a 
larger margin, that it should not be so handled and instead should be subject to judicial 


consideration. 
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absence of close stockholdings as automatically guaranteeing the 
absence of a tax-avoidance purpose. 

(5) The Service may condition its approval of a division by a 
tainting of the stock. A ‘‘tainting’’ procedure on the lines of Code 
section 306 was suggested in the ALI 1954 Draft section covering 
corporate divisions (section X603). This procedure might be espe- 
cially useful in situations where the business reason issue was not 
entirely clear, or at least not entirely clear to the Service, but the 
taxpayer desired to effect a division without delay. Moreover, this 
procedure could be applied whether the application of the business- 
reason-non-tax-avoidance standard is left to administrative discre- 
tion or is left to the courts. 

Once the standards of a tax-free division are evolved, considerable 
statutory mechanics are needed to set forth the tax consequences of 
a division not meeting these standards. Here the mechanics of the 
1954 Code require considerable revision to make them operate effec- 
tively. There also is need for the correlation of divisions with partial 
liquidations. Is a ‘‘bad corporate division’’ (one which does not meet 
the standards for tax-free treatment) to result automatically in divi- 
dend taxation or can it sometimes be a ‘‘ good partial liquidation”’ 
and receive capital gain treatment? Thus, if a corporation places 60 
per cent of its assets in a new corporation and distributes its stock 
for the principal reason of permitting later shareholder sale—so 
that it is a ‘‘bad division’’—can it be said that the stock distribution 
constitutes a corporate contraction? The research to date has at- 
tempted to achieve a correlation by permitting qualification of a 
‘*bad division’’ as a corporate contraction—so that it may receive 
capital gain treatment—if the contraction standards can be met. If 
not, the division is then given dividend treatment. 


Il. Compete TERMINATION OF CorPORATE ACTIVITY OR 
SHAREHOLDER OWNERSHIP 


The problems just considered essentially involve situations in 
which the shareholders after the particular transaction still remain 
as shareholders of a continuing corporation. Since they also have in 
effect received some corporate assets or the equivalent, the question 
is whether the latter receipt should be regarded as a dividend dis- 
tribution or as a partial accounting on their basic investment and 
hence a capital gain situation. A second complex of problems in the 
corporate area concerns situations in which the shareholders are 
completely severing their connection with the corporation, either by 
a sale of their stock or by a complete liquidation of the corporation. 











14 TAX LAW REVIEW [Vol. 14: 


Complete Liquidation. Under the 1954 Code, while the formation 
of a corporation is a tax-free event, the complete liquidation of a cor- 
poration is normally a taxable event, generally involving capital 
gain or loss consequences. An exception is provided in section 333 
for non-recognition treatment on liquidation, but at the price of tax- 
ing as a dividend so much of the gain as is equal to the corporation’s 
earnings and profits, and also taxing as capital gain any remaining 
gain equal to money or securities (if acquired by the corporation af- 
ter 1953) received. In effect, the exception is largely limited to real 
estate corporations and the like with appreciated assets but few 
earnings and profits. 

This treatment of corporations on liquidation contrasts with that 
of partnerships, since a partnership can on termination distribute 
its assets without recognition of gain to the partners. It also con- 
trasts, as stated above, with the transformation of a proprietorship 
or partnership into a corporation, a tax-free event. 

The ALI 1954 Draft in this area had as its objective a treatment 
for a corporate liquidation essentially parallel as respects non-rec- 
ognition to the freedom of a partnership to liquidate or to incorpo- 
rate. Hence, it provided for recognition of capital gain on a corpo- 
rate liquidation on any excess of corporate basis over shareholder 
basis (corporate basis reflects accumulated earnings and profits on 
which corporate tax has been paid and immediate recognition of cap- 
ital gain to the extent indicated is required to insure capital gain 
treatment of this segment of the appreciation in value of the share- 
holder’s stock) and for non-recognition as to any additional gain. 
The corporate basis would then carry over to the shareholders. If 
shareholder stock basis exceeded the corporate basis for assets, then 
no gain would be recognized, and the stock basis would be allocated 
over the corporate assets received. Thus, any unrealized apprecia- 
tion in the corporate assets would be taxed only on their subsequent 
sale by the shareholders. This treatment was optional and confined 
to closely-held corporations. 

The problem here is essentially one of technical mechanics, with 
the possibility that the complexities may outweigh the non-recogni- 
tion advantages. The research to date has led to these working 
views: 

(1) On a complete liquidation, non-recognition of gain should be 
permitted, basically as suggested in the ALI 1954 Draft. This treat- 
ment would replace Code section 333. Whether the non-recognition 
approach should be elective or mandatory and whether it should be 
confined to closely-held corporations are marginal questions. 
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(2) This non-recognition would at least apply to corporate liqui- 
dations which are substantially aliquot among the shareholders, 1.e., 
each shareholder receives his pro rata share of each of the corpora- 
tion’s assets. Consideration should be given, however, to seeing 
whether this treatment can feasibly be extended to non-aliquot dis- 
tributions. 

Collapsible Corporations. The main policy problem in the liquida- 
tion area, and also on the sale of a corporate business, is the appro- 
priate treatment for so-called ‘‘collapsible corporations.’’ These are 
corporations with assets whose sale by the corporation in the normal 
course of events would produce appreciable amounts of ordinary in- 
come. However, instead of sale by the corporation, the shareholders 
either sell the corporate stock or liquidate the corporation, i.e., ‘‘col- 
lapse’’ the corporation, and then sell the assets, either route produc- 
ing only a capital gain. Or the situation may involve a corporation 
which would under normal operation receive ordinary income from 
the license or rental of its assets, but which instead liquidates at a 
capital gain to the shareholders, thus providing a high basis for the 
shareholders to amortize against their receipt of the license or rental 
income. Without some special provision to deal with these situations, 
the ordinary income inherent in many business situations would be 
converted into capital gain. Examples are corporations with appre- 
ciated inventory, especially where the Lifo method is used, motion 
picture productions, and real estate developments. 

Code section 341 recognizes the problem and establishes the cate- 
gory of collapsible corporations whose stock is taken out of the 
capital asset category. The test of a collapsible corporation is partly 
subjective—‘‘a corporation formed or availed of principally for the 
manufacture, construction, or production of property [or] for the 
purchase of [certain assets] with a view to the sale or exchange of 
stock by its shareholders’’ before the realization of the income by 
the corporation—and partly objective because of certain presump- 
tions. The ALI 1954 Draft in this area was based on a somewhat dif- 
ferent approach: (1) instead of the complete non-capital asset status 
of the stock, the shareholder’s gain would be fragmented between or- 
dinary gain and capital gain, depending on the unrealized non-capi- 
tal asset and unrealized capital asset appreciation of the corporate 
assets, and (2) the classification of the corporation as collapsible 
would be entirely objective, depending on the extent of the apprecia- 
tion in its ordinary assets. 

The ALI 1954 Draft took this approach partly because its objec- 
tives were somewhat wider than Code section 341. In addition to 
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seeking more workable standards to apply to these collapsible corpo- 
rations, the ALI 1954 Draft also sought to obtain consistency in the 
tax treatment of the disposition of a business enterprise and the me- 
chanics of its disposition. In the situations where capital gain-ordi- 
nary income issues were not significant, the pattern chosen in the 
corporate area was that later adopted in Code sections 337 (non-rec- 
ognition of gain if corporate assets are sold, so that only one gain 
results whether stock or assets are sold) and 334(b) (2) (use of stock 
basis on a liquidation following a stock purchase, so that the same 
basis results follow whether a business is acquired through an asset 
or a stock purchase). In the situations in which capital gain-ordinary 
income issues are significant, this objective of consistency was ac- 
complished by requiring fragmentation of the shareholder’s gain 
when he sold his stock interest or when the corporation sold its assets 
and liquidated or liquidated without a sale of assets. A similar frag- 
mentation approach was recommended for collapsible partnerships. 
The 1954 Code adopted this approach in the partnership area, and it 
has always obtained in the sole proprietorship area. 

The problems here are those of definition and mechanics, since it 
is generally agreed that safeguards are necessary to protect against 
the formation and use of collapsible corporations. On the definition 
aspect, can an adequate approach be obtained to replace the uncer- 
tainties engendered by the subjective definition of the 1954 Code? On 
the mechanics aspect, can the more equitable solution of fragmenta- 
tion of gain be kept within reasonable bounds as respects its com- 
plexities? The ALI 1954 Draft did present a considerably complex 
set of rules, especially since it covered liquidation at a loss as well as 
at a gain. However, a fragmentation approach would more closely 
coordinate the treatment of collapsible corporations with that of col- 
lapsible partnerships under the 1954 Code. 

The research to date has led to these working views: 

(1) A collapsible corporation should be defined objectively, in 
terms of a significant increase in value of its ‘‘collapsible assets.’’ 

(a) A significant increase is one in which the increase in value ex- 
ceeds 15 per cent of the net worth of the corporation. The 1954 ALI 
Draft required that the increase in value of the collapsible assets ex- 
ceed both 20 per cent of the tax basis of those assets and 10 per cent 
of the net worth. The single test seems preferable, though the per- 
centage figure is a matter of judgment. 

(b) The term ‘‘collapsible assets’’ should be defined basically by 
reference to the general dividing line between capital gain and ordi- 
nary income. Under this approach, generally speaking, an asset 
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would be a ‘‘collapsible asset’’ if the gain on its sale would have been 
ordinary income. This resort to the general capital gain-ordinary in- 
come rules would make applicable to the collapsible corporation area 
the continuing statutory and case law developments underlying the 
capital gain-ordinary income distinctions. This approach is not with- 
out its problems of statutory language, since the Code does not con- 
tain a coordinated set of sections clearly separating capital gain as- 
sets from ordinary income assets. Also, provision must be made to 
include as collapsible assets in appropriate situations those assets 
which, while of a capital character in the hands of the corporation, 
would be of an ordinary character if owned directly by the share- 
holder in view of his other activities involving similar assets. De- 
spite these problems, this approach seems preferable to that of the 
ALI 1954 Draft and the 1954 Code, which established a special cate- 
gory of assets selected in large part from the class of ordinary in- 
come items but with somewhat different contours, so that it would 
be necessary to solve new definitional problems just for the collaps- 
ible area. 

A similar approach should be followed in defining a collapsible 
partnership, since consistency in approach between the corporate 
and partnership collapsible rules is desirable. 

(2) The fragmentation-of-gain approach should be followed, as 
in the ALI 1954 Draft, but the mechanics simplified. 

(a) Recognition of gain only on the aliquot liquidation of a col- 
lapsible corporation should be deferred. This would merely make 
mandatory in the case of a collapsible corporation the deferral pre- 
viously suggested for complete liquidations. In the case of a non-ali- 
quot distribution, gain fragmented into ordinary and capital gain 
would be recognized on the liquidation. The ALI 1954 Draft also pro- 
vided for deferral in the non-aliquot situation, but the calculations 
became quite involved. Furthermore, the principal reason for defer- 
ral, that of permitting a collapsible corporation to convert to a part- 
nership or proprietorship without tax consequences, would not be 
present in most non-aliquot distributions. 

(b) Deferral and fragmentation would be applied only in gain 
situations. If a loss resulted on liquidation, the loss would be imme- 
diately recognized as a capital loss. The ALI 1954 Draft extended 
its collapsible treatment to corporations whose ordinary assets had 
significantly depreciated in value. This treatment was quite complex 
and, moreover, in its mechanics it allowed recognition of an ordi- 
nary loss though the shareholders still held the assets. 

(3) Fragmentation treatment would also apply in the case of the 
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sale of the stock of a collapsible corporation: so much of the share- 
holder’s gain as is equal to his pro rata share of the corporation’s 
unrealized collapsible asset appreciation would be taxed as ordi- 
nary income, and the remaining gain would be taxed at capital gain 
rates. The ALI 1954 Draft provided, as a corollary, that on the sale 
of corporate stock certain corporate adjustments should be made 
which would result in the purchaser’s starting with a clean slate, 
é.g., earnings and profits would be eliminated and tax bases would 
be brought to market values. These adjustments, however, added 
considerable complexity to the Draft. Moreover, the purchaser can in 
effect achieve the same result by forming a corporation to make the 
purchase and then liquidating the purchased corporation. Accord- 
ingly, this aspect of the ALI 1954 Draft would not be followed. 

(4) Collapsible treatment would apply only to shareholders with 
a five per cent stock interest. It is a marginal question whether the 
application of the collapsible treatment should be further confined 
to closely-held corporations [where ten (or perhaps five) or fewer 
shareholders own more than 50 per cent of the stock]. The collapsible 
treatment would apply both to complete and to partial liquidations, 
but special rules would be needed for the latter transactions. Fur- 
ther, it would apply to a liquidation following a corporate sale of 
assets where gain is not recognized to the corporation under Code 
section 337. Here the shareholder would be treated as if he had re- 
ceived cash on the sale of his stock. ~ 

Unfortunately, as it appears so far, any special treatment of 
collapsible corporations is bound to necessitate considerable com- 
plexity. The above working proposals, though they involve less com- 
plexity than the ALI 1954 Draft, may involve more than the 1954 
Code solution. The proposals do, however, offer more certainty and 
more equitable results than the Code solution. The background for 
further research in this area is whether the increase in complexity 
is thus balanced by these considerations, and whether any further 
steps are available to reduce that complexity. Also, further research 
might explore the possibility of different solutions. But one should 
not be sanguine about the chances of arriving at any reasonably 
comprehensive solution in this area which is not burdened with con- 
siderable technical complexity.“ 


11 Section 20 of the Technical Amendments Act of 1958 added subsection (e) to sec- 
tion 341 of the Code, the collapsible corporation section. Speaking generally, subsec- 
tion (e) excludes from collapsible status a corporation whose ‘‘subsection (e) assets’? 
(assets whose sale would receive ordinary income rather than capital gain treatment) 
have not appreciated in an amount greater than 15 per cent of the net worth of the 
corporation. This exclusion from collapsible status applies mainly to transactions involv- 
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III. Corporate REoRGANIZATIONS 


Unifying Reorganizations. A general rule of income taxation is 
to recognize gain or loss realized on the sale or exchange of prop- 
erty, whether for cash or for other property. Among the exceptions 
to this rule have been provisions for exchanges in connection with 
certain kinds of unifying corporate transactions meeting the tax 
definition of a ‘‘reorganization.’’ These transactions can be gener- 
ally described as corporate mergers or consolidations involving the 
unification of two existing corporations. The tax law has recognized 
three routes whereby this unification would occur tax-free : one, mer- 
gers or consolidations occurring pursuant to state laws, so-called 
‘‘statutory mergers’’; two, the acquisition by one corporation of 
substantially all the assets of another corporation, with the latter 
corporation thereafter either kept alive or liquidated by its share- 
holders, so-called ‘‘ asset acquisitions’’; three, the acquisition by one 
corporation of 80 per cent of the stock of another corporation, with 
the latter corporation thereafter either kept alive as a subsidiary 
or liquidated by the acquiring parent, so-called ‘‘ stock acquisitions.”’ 
The latter two routes are also called ‘‘ practical mergers.’’ 

Under the 1954 Code, the rules applicable to these three methods 
vary in some details, although essentially they all are merely meth- 
ods to achieve the same end result of a corporate unification. These 
details relate mainly to the consideration which can be given by the 


ing a shareholder sale of stock in the corporation and does not extend to complete or 
partial liquidations (except in connection with certain section 337 and section 333 trans- 
actions). The approach, while incorporating some of the views above presented, differs 
in these respects: 

(a) The 15 per cent-net-worth test of subsection (e) does not completely displace the 
present rules: if a corporation satisfies subsection (e), it is not a collapsible corporation ; 
if it does not satisfy subsection (e), the remaining rules of section 341 then apply to deter- 
mine its status. 

(b) There is no fragmentation concept; instead, the treatment of the entire gain as 
ordinary income still applies if the corporation is collapsible. 

(c) The 15 per cent-net-worth test basically does not apply to liquidations. This re- 
striction is imposed presumably to prevent a step-up in basis on the disposition of de- 
preciable assets to shareholders of a corporation, with the shareholders paying only a 
capital gain tax on its liquidation. Today, such step-up is obtained, if the corporation 
is collapsible, at the price of ordinary income treatment on the liquidation. Thus, it was 
apparently desired to retain the support which section 341 now provides to the policy 
evidenced in section 1239. This situation would be a problem requiring attention under 
the working views in the text. It would seem preferable, and less complex, to meet the 
problem by direct revision of section 1231. 

In addition, there are differences in details. Thus, the extent to which the character 
of a corporate asset is affected by the activities of the shareholders is spelled out in 
considerable detail, and with considerable refinement, with thé resulting inevitable com- 
plexity. 
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acquiring corporation to ‘‘creeping control’’ and ‘‘creeping acqui- 
sitions’’ and to the use of subsidiary corporations to hold the assets 
or stock acquired. The ALI 1954 Draft had as one objective in this 
area similar tax treatment regardless of the method chosen. 

One problem of policy here is that of similarity of treatment for 
the various methods of corporate unification. The essential methods 
are those of asset acquisition and of stock acquisition. The statutory 
merger or consolidation is in net result an asset acquisition and 
hence need not be preserved as a distinct method. As respects the two 
essential methods, there do not appear to be any reasons for differ- 
ences in tax rules simply because one or the other method is chosen 
for non-tax reasons. Rather, the policy issue is thus shifted to the 
more important question, that of the tax rules to govern these uni- 
fications. Here the principal inquiry respects the consideration 
given by the acquiring corporation. In tax parlance, this aspect is 
referred to as the continuity-of-interest requirement. Under the 
1954 Code non-recognition of gain is allowed in a corporate merger 
or consolidation if the corporation whose assets are acquired on an 
asset acquisition, or its shareholders on a stock acquisition, there- 
after have the requisite continuing interest in the acquiring corpo- 
ration. Essentially this interest is the receipt of ‘‘voting stock’’ of 
the acquiring corporation, expressed in the rule that asset acquisi- 
tions or stock acquisitions constitute tax-free reorganizations only 
if entered into solely for voting stock. A slight tolerance is permitted 
on an asset acquisition in that if 80 per cent of the assets are ac- 
quired for voting stock, additional assets may be acquired for money, 
other stock, securities, or other property. While there is no express 
statutory continuity-of-interest requirement as to a statutory 
merger or consolidation, the courts and the Service require that 
some stock interest be obtained in the acquiring corporation, and if 
this is met, consideration in other forms can also be given. 

These differences in the continuity-of-interest requirements de- 
pending on the method of merger or consolidation followed do not 
seem warranted, as observed above. Apart from this, the basic issue 
is as to their content. Essentially, this issue takes us to questions 
as to the rationale underlying the reorganization exception to im- 
mediate taxation of gain realized on an exchange and to its appro- 
priate statutory expression. Obviously, some rationale is needed if 
a line is to be drawn between those exchanges to be treated as tax- 
able sales and those in which recognition of gain is to be postponed. 
Certainly, a corporation exchanging its assets for stock on a merger 
or a shareholder giving up stock in his corporation in exchange for 
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stock of another corporation on the merger has received a new piece 
of property, and the exchange would be taxable under the general 
rule. If a non-recognition exception is to be granted, presumably its 
policy justification lies in the fact that under some circumstances the 
new investment is not economically of such significant difference 
from the old investment as to warrant the recognition at the time of 
exchange of the gain inherent in the old investment. But this only 
takes us to the criteria of the presence or absence of an economically 
significant difference in the investment. 

In considering the relationships between the old and the new in- 
vestments, it should be recognized that the appropriate dividing 
line between taxable and non-taxable unification exchanges must be 
viewed both from the standpoint of the transferor shareholders and 
that of the acquiring corporation. The postponement of tax through 
non-recognition of gain to the transferor shareholders where a uni- 
fying reorganization is present is considered appropriate, because 
the exchange of an interest in one corporation for an interest in an- 
other corporation, which now ‘‘includes’’ the first, does not involve 
such a significant change in economic position as to warrant impos- 
ing a tax on the exchange (or allowing a loss). The degree of simi- 
larity of investment is thus the important factor. If this question 
were viewed as one involving only this postponement of gain (or 
loss) to the shareholders, it perhaps could be said that the degree 
of similarity required need not be too high. In the narrow context 
of non-recognition at the time of the transaction, the question might 
be merely one of tax now or tax later. However, the question cannot 
be so narrowly confined even when looked at from the shareholder’s 
viewpoint. For (1) gain may be postponed until death, in which case 
it will not be taxed; (2) a shareholder will have the opportunity to 
take advantage of the most favorable tax rates by selecting the year 
in which he will finally dispose of his investment; and (3) the argu- 
ment for non-recognition until cash is received can be pushed to 
apply to any exchange transaction (in fact, this is the argument for 
the ‘‘roll-over approach’’ urged by some as a solution to the capital 
gain problem). But the present basic policy of the Code is to the 
contrary and does not permit postponement on exchanges simply 
because gain will at some time be taxed. 

A qualification of a transaction as a reorganization has important 
tax consequences for the acquiring corporation as well as for the 
transferor shareholders. If a reorganization is present, for many 
purposes the acquiring corporation stands in the ‘‘tax shoes’’ of the 
acquired corporation. Many tax attributes, including basis of assets, 
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net operating losses, and earnings and profits accounts, carry over 
to the acquiring corporation after an asset acquisition or after a 
stock acquisition followed by a liquidation of the acquired corpora- 
tion under section 334(b) (2). Since the rules providing for the carry- 
over of tax attributes after a reorganization appear to treat the two 
corporate parties to a reorganization as if they were, for the enu- 
merated purposes, the same corporation, it would seem that some 
degree of identity between the acquired corporation and the result- 
ing corporation is necessarily presupposed. An acquisition of assets 
for cash does not result in the carryover of tax attributes. Conse- 
quently, the identity necessary to provide a reorganization and a 
consequent carryover of tax attributes must be other than an iden- 
tity of assets. The carryover of attributes must therefore depend 
upon a degree of identity existing between the ownership of the ac- 
quired corporation and the ownership of the acquiring corporation. 

Whether considered from the viewpoint of the transferor share- 
holders or from the viewpoint of the acquiring corporation, some 
requirement regarding identity of interest is therefore necessary. 
This requirement, as stated above, is generally referred to as the 
continuity-of-interest test. In formulating a continuity-of-interest 
test, the considerations relevant with respect to the transferor share- 
holders and to the acquiring corporation may not coincide. Thus, if 
the test were approached from the standpoint of the transferor 
shareholders, the stress would appear to be on the fact of continued 
investment itself. Since non-recognition is essentially temporary, 
the test might tend to qualify any continuing investment other than 
cash, or at least the close cases could be decided on that basis. How- 
ever, if the transaction were considered from the acquiring corpora- 
tion’s viewpoint, the search would presumably be for an investment 
significantly different from cash. Also, if non-recognition of gain to 
participating shareholders were the only consequence of terming a 
transaction a ‘‘reorganization,’’ the interest maintained by a par- 
ticular taxpayer would appear to be the only significant inquiry. 
In other words, the question of reorganization would be an indi- 
vidual matter for each shareholder so that one shareholder could 
be in a ‘‘reorganization’’ while the others were not. But when the 
transaction is viewed from the position of the acquiring corpora- 
tion, then the focus may be on the continuing interests of the trans- 
feror shareholders as a group. 

In view of these possible differences in approach, could it be urged 
that the tax consequences to the transferor shareholders and to the 
acquiring corporation should not depend upon the same event, i.¢., a 
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reorganization? In other words, should different continuity-of- 
interest rules and hence different concepts of a reorganization be 
devised and made applicable separately to the transferor share- 
holders and to the acquiring corporation? Presumably, separation 
of the rules regulating the situation of the acquiring corporation 
from those controlling the results to the transferor shareholders 
would relieve some of the strain now placed on the definition of ‘‘re- 
organization’’ and on the continuity-of-interest test. However, if 
the treatment of the transferor shareholders and that of the acquir- 
ing corporation are to be no longer dependent upon the same tests, 
a major alteration of the present corporate unification provisions 
would be required. Moreover, separate rules would appear to in- 
volve the introduction of new complexities into an already compli- 
cated area. Would it therefore be more desirable to strive for a 
single set of rules but permit the flexibility of some ad hoc differ- 
entiation as to certain attributes to be carried over if this is found 
necessary? 

If the tax consequences to both the transferor shareholders and 
the acquiring corporation are to depend upon a single definition of 
‘‘reorganization,’’ then a definition of that term should be drafted 
which basically is capable of performing this dual function. It 
should provide a satisfactory test for distinguishing: (1) transferor 
shareholder exchanges deserving non-recognition from those sub- 
ject to the ordinary rule of recognition, and (2) corporate acquisi- 
tions qualifying for a carryover of tax attributes from those to be 
considered as purchase acquisitions. Two separate aspects seem to 
be here present: one, the relationship of the assets embodying the 
old investment to the assets underlying the new investment, and 
two, the form which the new investment takes. 

As to the first aspect, consider the shareholder in Corporation A 
whose stock is acquired by Corporation B in a merger, so that the 
shareholder exchanges A stock for B stock. Does the presence or 
absence of an essentially different investment by this shareholder 
turn on the importance and extent of the A assets in the combined 
A-B enterprise? Some may assert that since the A and B assets are 
joined, the investment is necessarily a different one. Others may 
assert that since the A assets are still present, the old investment 
still continues in this sense. Still others may assert that this is a 
matter of degree, and that if the A assets bear a significant size rela- 
tionship to the combined A-B assets, so that the future of the invest- 
ment thus still turns to a significant extent on ‘the A assets along 
with the new B assets, the old investment may be regarded as con- 
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tinuing. Here the question is, as a statutory matter, what size rela- 
tionship will be established as significant. The first view would deny 
tax-free status to any merger; the second would grant that status 
to all mergers; the third would grant that status only if the acquired 
corporation was not too small in relation to the acquiring corpora- 
tion. 

Since most corporate mergers today involve the acquisitions by 
large corporations of considerably smaller corporations, this rela- 
tive size approach questions the tax-free status of most mergers. 
What figures are available indicate that as many as 40 per cent of 
the acquisitions by corporations with assets of over $10 million— 
which account for about half of the acquisitions—are of corpora- 
tions less than five per cent of the size of the acquiring corporations. 

The tax issue in one sense thus cuts across questions of anti-trust 
policy, and some may assert that the present tax rules, which do not 
take account of the relative size, are conducive to the acquisition of 
small corporations. Since this is regarded by some as an undesirable 
non-tax result, the tax rules should therefore be altered. Others may 
reply that the tax rules should not be changed simply to achieve cer- 
tain anti-trust policies. But in large part these anti-trust pro and 
con assertions merely obscure the basic tax issue. Assuming that 
non-recognition under the tax law should depend on the absence of 
an economically significant difference in investment, is the matter 
of relative size a proper criterion in tax law terms in this respect? 

Parenthetically, it will be seen that while this question relates in 
part to the tax problems of ‘‘small business,’’ it leaves the advo- 
cates of ‘‘small business’’ somewhat divided. While some would say 
that a relative size test would increase the chances of independent 
survival of small business if it decreased the attractiveness of merg- 
ers, others would say that the test would ipso facto impede the right 
of a small businessman to obtain a tax-free and hence profitable dis- 
position of his business through a merger with a larger corporation. 
One other phase of this issue may be noted. Can the new investment 
be regarded as essentially different if the stock acquired is not read- 
ily marketable; and if such a condition is needed, can the require- 
ment be expressed in statutory terms? 

As to the second aspect, that of the form of the new investment, 
assume that our shareholder held common stock in Corporation A. 
Whatever may be the resolution of the relative size factor, does the 
form of his investment in the A-B assets affect the question whether 
that investment differs significantly from his old investment? 

The extremes are clear. The most satisfactory form of investment 
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from a continuity-of-interest aspect is a fully participating voting 
stock; the least satisfactory is a creditor interest, even in the form 
of a long-term bond, since it so closely resembles a cash transaction. 
(Parenthetically, can it be said that if the new investment is readily 
marketable, then it is so closely akin to cash as to warrant being 
given the tax treatment accorded cash; so that even common stock 
if marketable does not provide continuity-of-interest? Or is the ir- 
relevance of this argument demonstrated by observing the incon- 
gruity of an assertion that a new stock interest, because of its mar- 
ketability, is different from the old investment even when the latter 
was equally marketable?) 

The main issues in the in-between area relate to voting rights and 
to limited preferred stock. Thus, is a voting status in the acquiring 
corporation either a requisite to continuation of the old investment 
or by itself a sufficient sole criterion of continuity of interest? Many 
think not, since the presence or absence of this factor may often 
make little practical difference to the investor, especially where he 
is exchanging an interest in a closely-held corporation for one in a 
larger corporation. Also, the granting of voting privileges to the 
transferor shareholder would in many cases be a small price for the 
acquiring corporation to pay if ‘‘reorganization’’ status were de- 
sired. Even if the presence of voting rights were considered a sig- 
nificant factor, its significance would be lost unless the voting power 
accorded to the new investment were made proportionate to its mar- 
ket value. But is it possible to provide a workable rule insuring that 
the voting rights of stock are proportionate to value? 

The question whether limited preferred stock may qualify to fur- 
nish continuity of interest is more difficult. Considering the conti- 
nuity-of-interest policy at the transferor shareholder level, should 
a shareholder holding common stock of the acquired corporation, 
who receives only limited preferred stock from the acquiring corpo- 
ration, stand in a significantly different position from a shareholder 
who receives cash or bonds? Has he maintained such a close align- 
ment of interest with the acquiring corporation as to permit the con- 
clusion that he has not essentially changed his investment? Is it an 
essential prerequisite to continuity of interest that the transferor 
shareholders have a full right of participation on dividends and on 
liquidation, so that their fortunes rise and fall with that of the ac- 
quiring corporation? 

Considering continuity-of-interest policy at the acquiring corpo- 
ration level, should the acquiring corporation be treated for tax pur- 
poses as if it were the acquired corporation when the shareholders 
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of the acquired corporation have now only a limited preferred stock 
interest in the merged enterprise? The tax attributes of the acquired 
corporation do not pass over to the acquiring corporation where the 
acquisition is by means of a cash purchase. Is a limited preferred 
stock interest sufficiently different from a cash purchase to warrant 
the acquiring corporation receiving the tax attributes of the ac- 
quired corporation? Should a corporation which is unwilling to give 
the transferor shareholders no more than a limited preferred stock 
interest be treated differently from the corporation which is unwill- 
ing to give any consideration but cash? 

Viewed de novo in the light of these questions, it is questionable 
whether limited preferred stock would be regarded as supplying 
the necessary continuity of interest to support a ‘‘reorganization.’’ 
But tax history has provided a different answer. One long accepted 
method of reorganization is that of the statutory merger or consoli- 
dation under which limited preferred stock alone (though not bonds) 
may supply the requisite continuity of interest. Lawyers and busi- 
nessmen have become accustomed in these statutory merger trans- 
actions to using limited preferred stock to meet ad hoc problems of 
differences in capitalization and adjustments in risks. Is it desirable 
to reverse this long accepted practice? Moreover, a disqualification 
of limited preferred stock would create a number of subordinate 
technical problems. Thus, how define the boundary line between com- 
mon stock, including fully participating but preferred stock, on the 
one hand, and limited preferred stock, on the other? Should a limited 
preferred shareholder be permitted to receive limited preferred 
stock from the acquiring corporation and still qualify the transac- 
tion? If so, how protect the basic rule from a recapitalization of 
the transferor corporation in anticipation of the reorganization by 
which the transferor becomes capitalized almost entirely with pre- 
ferred stock? Further, if a percentage leeway for non-qualifying 
consideration is allowed, the treatment of limited preferred stock 
as non-qualifying property will cause valuation difficulties in some 
situations. 

Once a decision is reached as to the form of investment regarded 
as providing continuity of interest and thereby qualifying the trans- 
action for reorganization status, the next issue is whether any lee- 
way should be permitted for non-qualifying consideration given by 
the acquiring corporation. Thus, if all stock may qualify but debt 
and cash do not, may a certain percentage of the total consideration 
be in the form of non-qualifying debt or cash and the transaction 
still receive reorganization treatment? If so, what should this per- 
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centage be? It is clear that all these aspects of continuity of interest 
are interrelated. If a relative size test is used, perhaps less concern 
may be felt as to the form of the new investment. If the form of the 
new investment must be common stock, less concern may be felt as 
to the determination of the percentage of non-qualifying considera- 
tion permitted. 

After basic continuity-of-interest rules are fixed, questions still 
remain as to their application. Thus, are the rules to be applied 
shareholder by shareholder, so that there may be a ‘‘reorganiza- 
tion’’ as to some shareholders but not as to others participating in 
the transaction, or are the rules to be applied to the aggregate of 
the consideration given up by the acquiring corporation? Also, over 
what time-periods are the rules to be applied—a question which in- 
volves the problem of ‘‘creeping control’’ and ‘‘creeping acquisi- 
tion’’? Suppose the acquiring corporation many years ago obtained 
for cash some stock of the acquired corporation. The acquiring cor- 
poration now desires to gain control of the other corporation in a 
reorganization transaction. If the prior cash consideration exceeds 
the percentage leeway, should reorganization status be barred? Or 
should the continuity-of-interest rules be applied only to the addi- 
tional consideration now needed to obtain the necessary remaining 
stock (or assets representing that stock), so that the prior acqui- 
sition is disregarded in applying the continuity-of-interest rules 
(though the stock previously acquired may be counted for the deter- 
mination of control)? Further, assume that a corporation already 
has control of another, whether obtained through a reorganization 
or a purchase, and now desires to acquire the remaining minority 
shares. Should such acquisition be given a tax-free exchange status? 

As for the status of these various issues under present law, the 
1954 Code in its continuity-of-interest test does not take account of 
relative size. As to the second aspect in practical mergers, the Code 
requires a stock interest, but in its test of ‘‘solely for voting stock’’ 
lays stress not on the equity character of that participation but on 
its voting status. Hence, voting preferred stock meets the test but 
not non-voting common stock. In statutory mergers by judicial rules, 
there being no express statutory requirements, limited preferred 
stock and common stock whether voting or non-voting qualify, but 
debt does not. A considerable percentage leeway, perhaps 50 per 
cent, for non-qualifying consideration is permitted in statutory 
mergers by judicial rules, and a 20 per cent leeway is permitted 
by statute for asset acquisitions but none for stock acquisitions. 
Creeping control is allowed in stock acquisitions regardless of the 
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amount of stock acquired for a non-qualifying consideration in prior 
transactions, but the creeping acquisition of assets is not permitted. 

The ALI 1954 Draft laid stress on the relative size aspect and 
required that the acquired corporation bear a 20 per cent relation- 
ship to the merged enterprise. As to the form of the interest, this 
20 per cent requirement could be met by the receipt of either 20 per 
cent of the voting power or 20 per cent of the value of all outstand- 
ing stock, regardless in either case of whether the stock was pre- 
ferred or common. Beyond that, any property other than stock could 
be received but would be treated as taxable boot. 

The research to date has led to these working views: 

(1) Two basic categories of tax-free unifying corporation reor- 
ganizations should be recognized—asset acquisitions and stock ac- 
quisitions. The rules for these acquisitions should be essentially the 
same. Statutory mergers and consolidations should be eliminated 
as a separate category with different rules, but instead, should be 
subsumed within the asset acquisition and specifically mentioned as 
such in the statutory language. Increased flexibility should be al- 
lowed in transactions involving parent-subsidiary groups, especially 
in the case of stock acquisitions, as compared to the 1954 Code. 

(2) It would, in the interests of simplification, be desirable to de- 
velop a single set of continuity-of-interest requirements appropri- 
ate for both the transferor shareholders and the acquiring corpo- 
ration, so that a reorganization status would be achieved for both 
parties if these requirements were met. If special rules are neces- 
sary, however, especially as respects the carryover of certain attri- 
butes to the acquiring corporation, these can be developed ad hoc 
for the specific attributes involved. 

(3) Two new continuity-of-interest requirements would be sub- 
stituted for the 1954 Code ‘‘solely for voting stock’’ test: 

(a) A relative-size factor would be recognized in that the trans- 
ferors must receive a minimum stock interest in the acquiring cor- 
poration. This interest, tentatively, should be somewhere between 
five per cent and 20 per cent of the value of the outstanding stock of 
the acquiring corporation after the acquisition. While it might per- 
haps be desirable where the relative-size test is not met to require 
as a prerequisite to recognition of gain that the stock received be 
readily marketable on exchanges or on over-the-counter markets, 
it is doubtful that a satisfactory standard of marketability can be 
formulated. 

(b) A stock interest, whether common or preferred, would be 
recognized as providing the requisite continuity of interest in so far 
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as the form of the investment is concerned. The stock interest may 
be voting or non-voting. The ready marketability of the stock would 
not destroy this qualification. The stock interest must constitute at 
least 66-2/3 per cent, and some believe 80 per cent, of the considera- 
tion given up by the acquiring corporation. The balance of the con- 
sideration may be in any form but would be subject to the boot rules. 
Thus, cash and bonds would result in pro tanto recognition of gain 
to the extent provided by the boot rules but would not destroy the 
‘‘reorganization’’ if the requisite stock were received. These tests 
of qualifying consideration would apply to the total consideration 
given up by the acquiring corporation and not shareholder by share- 
holder. 

(4) As to boot, the present Code dividend-within-gain limitation, 
under which any ‘‘reorganization’’ distribution to the transferor 
shareholders having the effect of a dividend is taxed as such only 
to the extent of any gain present, would be dropped. However, in 
determining whether a reorganization distribution has the effect of 
a dividend, the basic dividend and stock redemption rules, including 
disproportionality and contraction, would be applicable. The basic 
approach would thus be to treat the consideration received by the 
transferor shareholders as if it had been received by them in the con- 
text of a distribution from the acquired corporation. In effect, this 
approach is a corollary of the reorganization status of the transac- 
tion and the continuity of interest on which it is premised. 

(5) On an asset acquisition, if the transferor corporation whose 
assets are acquired proceeds to distribute the new stock to its share- 
holders, it must also completely liquidate if its stockholders are to 
receive tax-free treatment. This requirement lessens complications 
in the carryover of tax attributes and corporate division areas which 
would be created if the transferor corporation remained alive. 

(6) As to creeping control and creeping acquisitions, a rule should 
be evolved permitting qualification of these transactions as reorgan- 
izations despite a prior acquisition for cash in excess of the 33-1/3 
per cent or 20 per cent leeway allowed for non-qualifying considera- 
tion under the continuity-of-interest test. Perhaps this rule would 
look to acquisitions within a period of time relating to the adoption 
of a plan to acquire control or to acquire the assets of the acquired 
corporation. In addition, the acquisition by a corporation already 
possessing control of another corporation (under the 80 per cent 
test) of the minority shares of that subsidiary corporation should 
qualify as a tax-free exchange, similar to that under section 1036. 
However, to avoid difficulties in shaping appropriate boot rules for 
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this situation, this tax-free treatment might here be restricted to 
solely-for-stock acquisitions. 

Reincorporation Situations. Under the present Code, one cate- 
gory of reorganization is the so-called D reorganization, involving 
a transfer of assets by one corporation to another corporation which 
is controlled either by the transferor corporation or its shareholders, 
This D reorganization must meet additional rules designed to pre- 
vent the reorganization from being used as a vehicle for avoiding 
the corporate division rules. The present Code development of these 
additional rules is, however, deficient in a number of respects. In 
additicn, the D reorganization category overlaps to a considerable 
extent with section 351 transactions, which involve the tax-free 
transfer of assets to a controlled corporation. 

The present D reorganization category does not have any statu- 
tory continuity-of-interest requirements regarding the considera- 
tion given up, since the focus here is on the control possessed by the 
transferor side. Hence, if continuity-of-interest rules are prescribed 
for unifying reorganizations, an added strain is imposed on D reor- 
ganizations, since a taxpayer may seek to use that category to cir- 
cumvent those rules. In view of this difficulty and of the overlap with 
section 351, it would be appropriate to consider whether the D reor- 
ganization category could be eliminated. 

It would appear that the D reorganization is not needed so far as 
taxpayers are concerned in that the tax-free transactions which it 
encompasses may be carried out under other provisions, including 
section 351. However, from the Government’s point of view the D 
reorganization category, if properly framed, could be an important 
weapon against the tax avoidance that would otherwise be possible 
under various forms of transactions grouped under the term ‘‘rein- 
corporations.’’ These transactions are in form complete liquida- 
dations, but in essence involve situations akin to distributions in 
reorganization or in partial liquidation. Thus, a corporation may 
form a subsidiary with some of its assets and then in liquidation 
distribute the stock of the subsidiary along with the remaining 
assets, so that the shareholders end up with some assets still in cor- 
porate form and the other assets in their individual hands. Or there 
may be a complete liquidation followed by a reincorporation of part 
of the assets, thus producing the same result. In these reincorpora- 
tion transactions the taxpayers are essentially seeking capital gain 
treatment for the assets retained in shareholder ownership and 
sometimes a step-up in basis for the assets remaining in corporate 
form. The Government thus needs some statutory framework to 











ew eT OS we ‘ wu . 


‘ 


= 


we or wrVs UO CU 


a Town er 


~~ YF eet eH hh 








1958] TAX PROBLEMS OF CORPORATIONS AND SHAREHOLDZRS 31 


provide appropriate dividend treatment and carryover of basis re- 
sults for these situations. 

The ALI 1954 Draft met the ‘‘reincorporation’’ problem by di- 
rectly denying complete liquidation treatment to certain enumer- 
ated liquidations which were coupled with prior or subsequent trans- 
fers to a controlled corporation and providing specific rules for 
these transactions apart from the reorganization sections. Under 
the 1954 Code it was presumably intended to meet this problem 
through the reorganization sections, but a statutory framework ade- 
quate to that approach was not provided in the Code. The choice be- 
tween the two solutions is not a significant one, as either can be made 
effective. The important point is to provide a structural statutory 
framework which will permit the Service and the courts to cope with 
these transactions. 

The research to date has led to these working views: 

(1) The D reorganization category is not needed so far as the tax- 
payer is concerned, since his needs for tax-free reorganization ex- 
changes covered by that category can be met by the other reorgan- 
ization categories and section 351. 

(2) The Government needs protection against reincorporation 
situations, and this protection may appropriately be provided within 
the framework of the reorganization sections through retention of 
the D reorganization category. The structure of the D category 
should therefore be developed from this standpoint. At the same 
time, this category should be so framed as to prevent it from being 
used by taxpayers to avoid the continuity-of-interest requirements 
under the other reorganization categories. A possible method of 
achieving this latter result is to limit the D category to transfers 
where the old and the new corporations are controlled by substan- 
tially the same interests. 


IV. Ner Oprratine Loss Carryovers 


The 1954 Code permits a corporation to utilize an operating loss 
suffered in one year over a span of eight years, by carrying the loss 
back three ** years and then forward five years. Basically, this can 
be regarded as a step in the direction of averaging, taken in a situa- 
tion where the leck of averaging for a corporation is most serious. 
This liberality in the use of losses also has aspects of aid to new 
enterprises in respect of the long carry-forward and of built-in tax 
adjustments in the event of a business decline in respect of the carry- 


12 The Small Business Tax Revision Act of 1958 lengthened the carryback period from 
two to three years. 
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back and its immediate refund possibilities. These loss offset rules 
produce few problems in the context of a single corporation and a 
shareholder group that does not appreciably change. But serious 
difficulties arise when this pattern is altered. Thus, suppose a new 
group buys the stock of the loss corporation, desiring to obtain the 
benefits of the loss. Should they be able to do so? Or suppose the 
loss corporation merges into a profitable corporation. Does the loss 
go over to the merged enterprise? These problems can arise in the 
context of normal business ventures and in their effect upon the 
ownership and existence of corporations where the net loss is but 
an incident in the larger plan. They can also arise in the context of 
tax-avoidance situations where the immediate goal to be obtained 
is the net loss itself. Since any rules permitting the net loss to con- 
tinue despite new shareholder groups or merged activities can, if 
unprotected, be readily manipulated for tax avoidance purposes, 
this possibility of avoidance is an important factor in this area. 
The policy problems are many. At one end is the view that the 
existence of a net loss carryover is a positive corporate asset, which 
the shareholders should be able to sell and thereby ‘‘recoup’’ some 
of their losses. This view eliminates any tax avoidance possibilities, 
since sale of the net loss is ipso facto legitimatized. But do the loss 
offset provisions embody a policy of positive recoupment of share- 
holder loss? After all, the loss corporation has paid no taxes on the 
loss operations themselves (and is also given the benefit of a three- 
year carryback as an averaging factor), and the shareholders who 
sell its stock are allowed deductions for their investment losses. The 
net loss has thus been reflected in the tax accounts on the selling side, 
and why is there any additional concern warranted for this side? 
Further, this view of freedom to sell loss offsets along with the sale 
of stock (presumably the view of the loss offset as a positive asset 
does not extend to its sale apart from a sale of the stock) does ap- 
pear to many as partaking of tax immorality. It would be difficult to 
rationalize the acceptance, as a bona fide and regular part of the 
business world, of the methodical purchase and sale of corporate 
shells because of their loss offsets. This sense of tax immorality is in 
part derived from the feeling that a free traffic in loss offsets would 
mean large windfalls for buyers. Thus, in situations where today 
a net loss can legally be obtained on the purchase of a corporation, 
according to the observations of some practitioners loss positions 
have been acquired for ten to fifteen cents on the dollar or less. A 
considerable windfall is thus present, since one dollar paid may 
bring up to five dollars of tax benefit. Even if restrictions were re- 
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moved, buyers would still be able to purchase losses at considerable 
discounts because of the weak bargaining positions of the sellers 
and the general business risks faced by buyers. The basic concern, 
in this light, would be that of cutting down on the ability of buyers 
to obtain these tax windfalls rather than that of furnishing tax re- 
lief to sellers. 

Another view seeks to minimize the possibilities of tax avoidance 
by increasing the direct utility of the net loss to the corporation 
suffering it. This would be accomplished through lengthening the 
carryback period to five years. The assumption here is that after a 
five-year carryback there would be little unused net loss left to be 
acquired. But since many loss corporations are those which lose 
right from the start of their business life, it is doubtful that this 
change would materially ease the avoidance problems. Moreover, 
such a change would involve serious problems of revenue and ad- 
ministration. 

To return to the purchase of the stock of a loss corporation, it may 
be argued that after all it is the loss of the corporation, and a cor- 
poration is treated as an entity apart from its shareholders. This 
strict entity approach would thus work in the direction of greater 
freedom to acquire loss corporations as long as the corporate entity 
continues. But this approach does require analysis as to what is 
meant by ‘‘the same corporation continuing.’’ The acquisition of a 
loss corporation typically involves some basic changes in the cor- 
porate activity. Often a profitable business is added by the new 
shareholders and the losing business is dropped, assuming that more 
than a shell existed at the time of acquisition. Or new money is in- 
vested and the losing business so altered that the losses will end. 
Under these circumstances the ‘‘sameness’’ of the corporation can 
only mean the bare legal status of the corporate entity. Can this 
view be pushed this far? And if it is, does it mean if the corporation 
is merged, or even reorganized into a new corporation, that ipso 
facto its losses end with the end of the legal existence of the old cor- 
poration? 

In view of these questions under an entity approach, another pro- 
posal seeks to narrow the entity approach to a business-continuity 
approach. Under this approach, applied especially to mergers or re- 
organizations, loss carryovers would follow the ‘‘business activi- 
ties’’ which gave rise to those losses. Basically, this is the approach 
taken by the Supreme Court in the Libson Shops * case decided 
under the 1939 Code. But a ‘‘same business’’ approach would cause 


13 Libson Shops, Inc. v. Koehler, 353 U.S. 382 (1957). 
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serious problems of allocation of income and expenses. Further, the 
experience with the same-trade-or-business test of the present Code 
in the loss area, as discussed later, and with the definition of a trade 
or business under Code sections 346 and 355 illustrates the difficul- 
ties inherent in this approach. It is the view of many practitioners 
that the Libson Shops approach is unworkable. 

Under still another approach, the availability of loss carryovers 
would be limited in terms of the net worth of the loss corporation. 
Thus, loss carryovers would be limited to a percentage of the con- 
sideration paid, say, 50 per cent, for the stock of a loss corporation. 
This test would apply only where there has been a minimum change, 
such as 50 per cent, in stock ownership. Essentially, this approach 
embodies the concept of tranferability of loss carryovers but with 
some limitations in terms of consideration paid. It is basically de- 
signed to strike at sham transactions and to prevent the acquisition 
of shell corporations for the purpose of utilizing their loss carry- 
overs. The approach is thus designed to check the most flagrant 
cases of abuse and at the same time, as far as possible, respect the 
corporate entity theory. 

This approach would lean very heavily on the general tax-avoid- 
ance provisions of section 269. That section would be required to 
deal with all cases involving a more than 50 per cent change in own- 
ership of the loss corporation where the consideration paid is suf- 
ficient to preserve the loss carryovers, but the carryovers neverthe- 
less should be limited in order to prevent tax avoidance. Thus, sec- 
tion 269 would have to be relied on to limit carryovers where the 
trade or business of the loss corporation prior to acquisition was 
not substantial, or where the acquiring corporation planned to sell 
the assets of the loss corporation after acquiring it. Despite the re- 
cent trend of decisions under section 269, which indicates that this 
section may be a more effective limitation than it has been in the 
past, it may be questioned whether extensive reliance on such a gen- 
eral statutory provision is desirable in this area. 

But beyond these matters, does an approach aimed at tax avoid- 
ance meet the basic problems in this area? Do limitations which only 
operate on acquisitions of shell corporations meet the fundamental 
question whether outsiders shou'd in any situation be able to pur- 
chase tax losses and secure a tax umbrella for their operations? 
Since losses will presumably be sold at a discount, it appears that 
buyers would be put in a position to obtain tax windfalls. Thus, in 
cases where loss corporations have adequate assets to insure the 
survival of their loss carryovers after a change in ownership, buyers 
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would be able to obtain the resultant tax benefits. If the basic issue 
here is whether the loss carryover provisions should permit losses 
to go over to outsiders at all, especially in view of the windfall possi- 
bilities for the outsiders that are inherently present, then an ap- 
proach based only on the prevention of tax avoidance starts from 
too confined a view of the basic issue. In this light, the approach 
which seeks to narrow the entity approach to a business-continuity 
approach is also too narrowly conceived. It may be observed that 
the whole question of the tranferability of losses arises because of 
the mechanisms used to give some tax recognition to net losses in 
the usual situation. If, for example, a subsidy payment had been the 
mechanism chosen, so that a direct government payment in the year 
of loss were made, no issue of transferability of loss carryovers 
would arise. Similarly, if a carryback is possible, the issue would not 
arise. If outsiders would not benefit in these situations, should they 
be allowed to benefit under the loss carry-forward mechanism? 

Another possible approach, in keeping with this broader view of 
the basic issue, is that the essential factor is a change in stock owner- 
ship of the loss corporation, since the new interest should not benefit 
from the misfortune of the prior owners. But this view is, in one 
sense, contrary to the detriments suffered by new owners of profit- 
able corporations who acquire its accumulated earnings and profits. 
However, the new owners may adopt methods of acquisition, such 
as an asset acquisition or a stock acquisition followed by ze liquida- 
tion under section 334(b)(2), which eliminate the succession to un- 
desirable corporate attributes. An approach which focuses on the 
denial of loss carryover benefits to outsiders does raise a difficult 
question as to the degree of change of ownership considered signifi- 
cant. It must be remembered that if some of the old shareholders 
remain as a minority interest, any discontinuance of the loss carry- 
over operates unfairly as to them, since it was their investment 
which had been lost. 

As indicated above, somewhat similar questions arise in the area 
of mergers and reorganizations. Under what conditions, if any, 
should a net loss carryover follow the assets of the loss corporation 
on such transactions? If the stress is on legal entities, then the net 
loss would not continue. If the stress is on the assets themselves, 
then the loss would always survive, but the result would certainly 
lead to a trafficking in loss corporations via mergers. This trafficking 
could largely be halted, however, by the logical condition that the 
loss is only available against future earnings of the particular assets 
and not against the earnings of other assets. But could such a rule be 
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handled with any success in actual administration? A somewhat 
similar rule exists in the consolidated return area, but here separate 
corporate entities are preserved and administration of the rule is 
thus possible. If the focus is on a continuing interest in the merged 
enterprise of the shareholders of the loss corporation, then the 
requisite extent and nature of that interest must be established and 
a difficult question of degree solved. 

The 1954 Code attempts to meet these problems in the case of the 
purchase of the stock of a loss corporation by fastening on a continu- 
ation of the business of the loss corporation. Code section 382 dis- 
allows continuation of the loss carryover where there is a change 
of 50 percentage points in stock ownership by the ten largest stock- 
holders if the corporation has ‘‘not continued to carry on a trade 
or business substantially the same as that conducted’’ before such 
change in stock ownership. But such a test of continuity-of-opera- 
tion of the losing business, obviously vague in its contours, is essen- 
tially antagonistic to the practical economics of the situation. Sound 
business practices would clearly compel any new shareholder group 
to attempt to reorganize the corporate activities so as to reduce or 
eliminate the losses being suffered. Hence, in all bona fide acquisi- 
tions the business thrust is in the direction of changing the existing 
situation in some way. But any alteration at all runs the risk of being 
regarded as a change in the business, which under the tax law ends 
the life of the loss carryover. It is-very doubtful that taxpayers and 
tax administration can cope with a test so much at odds with normal 
business practices. Moreover, these uncertainties reduce the price 
which buyers will pay and thus increase the windfalls obtained by 
those buyers who successfully run the statutory gauntlet. In the area 
of mergers, the 1954 Code allows the loss carryover to pass to the 
merged enterprise if the shareholders of the loss corporation have 
a 20 per cent stock interest in the acquiring corporation. But this 
stock interest may be satisfied by voting preferred stock, which is 
essentially akin to a cash purchase because of the fixed limits this 
form of stock places on their interest. Despite this similarity to a 
cash purchase, there is no change-of-business-activity test. 

The ALI 1954 Draft did not contain any fixed rules in this area, 
but simply rested on disallowing loss carryovers where the purpose 
of the acquisition was tax avoidance. It presumed a tax avoidance 
motivation where the purchase price was disproportionate to the 
value of the corporate assets acquired or where the business of the 
loss corporation was discontinued. It is doubtful that a tax-avoid- 
ance test, even with these presumptions, is alone adequate to police 
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this area or, more importantly, copes with the basic issue whether 
outsiders should succeed to losses at all. Moreover, the difficulties 
with a change-in-business test have been mentioned. 

The research to date has led to these working views: 

(1) As respects the purchase of the stock of a loss corporation, 
the focus should be on a change in stock ownership alone. The 
continuation-of-business rule should be eliminated. The percentage 
point change should be increased from 50 to 66-2/3, so as to protect 
the old shareholders remaining as a minority. However, when the 
new group possesses 66-2/3 per cent of the stock, it can generally 
liquidate the corporation, and hence the minority has reached the 
point where its claims to protection must realistically be abandoned. 

(2) As respects mergers, the loss carryover should pass to the 
merged enterprise if the shareholders of the loss corporation obtain 
a 33-1/3 per cent participating equity interest in the acquiring cor- 
poration. The stress here is on a participating interest as a policing 
factor, since the acquiring corporation will not lightly give up a 
permanent participating interest merely to obtain the finite and tem- 
porary advantage of the loss carryover. A limited preferred stock 
interest, voting or non-voting, would not satisfy this requirement, 
even though such a stock interest may be regarded as providing the 
requisite continuity of interest in a reorganization. The merger test 
would thus correlate with the purchase of stock test; if the share- 
holders of the loss corporation retain a 33-1/3 per cent interest when 
the stock of their corporation is purchased or receive a 33-1/3 per 
cent interest in the acquiring corporation on a merger of the loss 
corporation, then the loss carryover would survive. 

(3) As respects Code section 269, which is a general disallowance 
section operating as to acquisitions motivated by tax avoidance, its 
application to the loss carryover area should be continued. This 
applicability is at least necessary in view of the increase from the 
present 50 percentage points to the proposed 66-2/3. However, the 
presumption in Code section 269(c), respecting disproportionality 
of purchase price to tax benefits, should be eliminated, as both un- 
workable and illogical. 


V. Mutrrete Corporations 


The 1954 Code contains provisions intended to provide benefits to 
‘‘small corporations’’ through differential tax treatment. The cor- 
porate rate is 30 per cent on the first $25,000 of income and an addi- 
tional 22 per cent on income in excess of that figure, resulting in a 
surtax exemption for the first $25,000. Under the accumulated earn- 
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ings tax a cushion in the form of a $100,000 ** accumulated earnings 
credit is permitted before that tax can apply. As with all tax benefit 
provisions, there is the problem of confining the benefits to the group 
intended by Congress to be the beneficiaries. As respects these par- 
ticular ‘‘small business’’ provisions, Congress has been concerned 
that their application may be distorted through the use of ‘‘multiple 
corporations,’’ all owned by a common group. These multiple corpo- 
ration situations may take two basic forms: one, a number of sub- 
sidiary corporations owned by a parent corporation (a ‘‘ parent-sub- 
sidiary group’’) ; two, a number of corporations owned directly by 
the same individual shareholders (a ‘‘brother-sister’’ group). 

The explicit statutory protection against multiple corporation 
distortion has been based almost entirely on a tax-avoidance stand- 
ard. For example, section 1551 disallows these benefits to a subsid- 
iary created by the transfer of property from the parent unless it 
can be proven that the securing of these benefits for the subsidiary 
was not a major purpose of the transfer. Section 269, relating to ac- 
quisitions of the control of corporations, is regarded by Congress 
also as applicable in this situation, and the section turns on whether 
the principal purpose for the acquisition is evasion or avoidance of 
tax through securing these benefits. The extent to which the courts 
will consider section 269 as substantively applicable to the basic sit- 
uation of multiple corporations is uncertain. In addition to these 
provisions, the Commissioner is attacking multiple corporations in 
the courts through a variety of approaches. This litigation involves 
principally multiple corporations owned directly by common share- 
holder groups, rather than parent-subsidiary situations, and oper- 
ating in the real estate field. The arguments of the Commissioner re- 
late principally to grouping the corporations into one ‘‘association’’ 
or to taxing their income directly to the shareholders under section 
61. 

There appears to be general agreement that tax benefits intended 
for small business should be protected against the distortion pos- 
sible under multiple corporation operations. But major questions 
arise as to the nature of the protection to be accorded and the area to 
which the safeguards should be applied. The subject-matter is an im- 
portant one, since the decision whether tax benefits should be ac- 
corded small business may depend in considerable part on whether 
the benefits may really be confined to small business. Moreover, in- 


14 The Small Business Tax Revision Act of 1958 raised the accumulated earnings credit 
from $60,000 to $100,000. 
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herent in the issues involved are the necessity and difficulty of deter- 
mining what is ‘‘small business. ’’ 

As to the nature of the protection, the primary issue is whether a 
tax-avoidance standard, apart from its inherent uncertainties, is 
even a relevant criterion. Thus, in determining whether each corpo- 
rate entity in a chain of parent and subsidiary corporations should 
be entitled to a $25,000 surtax exemption, is it at all a relevant ques- 
tion whether the purpose behind the use of these multiple corporate 
entities was a tax-avoidance purpose intended to secure a number of 
surtax exemptions? Suppose the affiliated group was established 
prior to the income tax law, or suppose the separate subsidiaries are 
required by state legislation or are clearly necessitated by business 
reasons wholly apart from income taxation. Do these factors war- 
rant a surtax exemption being accorded to each corporation in the 
chain instead of one over-all exemption being granted to the group? 
A similar business operation organized in one corporation, with di- 
visions or branches, would have only one surtax exemption. Should 
the parent-subsidiary chain be treated differently ? The single corpo- 
ration passes out of the small business category when its income ex- 
ceeds $25,000. Is the parent-subsidiary chain with equal aggregate 
income likewise no longer ‘‘small business’’ when viewed in the ag- 
gregate? Or should each corporation in the chain be considered sep- 
arately, so that each may constitute ‘‘small business’’ though the 
aggregate enterprise is very large indeed? 

Obviously, these questions go to the basic issue of what content 
should be given to the concept of ‘‘small business’’ underlying the 
granting of the tax benefits involved. It would appear that those ben- 
efits should be restricted to the situations deemed to be within the 
purposes for which they were accorded. The protective rules there- 
for necessarily must go beyond the corporate entity. Is an approach 
based on these realities rather than on tax-avoidance motives more 
directly suited to the basic task? 

In the context of a parent-subsidiary group, involving an inte- 
grated business operation under the dominant guidance of the par- 
ent, the choice of criterion between aggregate size, on the one hand, 
or the purpose behind the use of separate entities, on the other, may 
seem not so hard, and probably most persons would favor using the 
first criterion. But the question is appreciably more difficult when 
considered in the context of several corporations directly under com- 
mon shareholder control, the brother-sister group. To begin with, 
are any rules here necessary at all, or will economic considerations 
be effective to limit the proliferation of these brother-sister entities, 
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since the added costs of operation in multi-corporate form may viti- 
ate most of the expected tax savings? In some eases, such as multi- 
corporate real estate projects, it would appear that substantial op- 
portunities for savings would be present. Thus, the use of separate 
corporations in a 21-unit building project could conceivably result in 
a tax saving of $110,000. The extra surtax exemptions are worth 
$5,500 for each additional corporation, assuming they each earn 
$25,000 or more. Moreover, if the exemptions and credits of corpo- 
rations in a parent-subsidiary relationship are to be limited, is it 
necessary to extend this treatment to some brother-sister corpora- 
tions to prevent unwarranted variations in tax consequences, de- 
pending on the form of organization, and to prevent a considerable 
strain being placed on the rules for corporate divisions? 

More basic is the question whether several corporations owned by 
the same individual should each be considered as small business 
where each independently is actually small. Although each separate 
business may be small, the whole operation is not. If a single corpo- 
ration operates several businesses, it does not get a tax subsidy in 
the form of additional credits and exemptions. Should the classifica- 
tion be different when the separate small activities are each placed 
in a separate corporation under common ownership? Can each sepa- 
rate corporation in the group still be treated as a small business 
when the group is compared with a genuine small business corpora- 
tion owned by an individual possessing no other corporate business? 
While there may be a tax policy of favoring an individual operating 
a small incorporated business, does this policy extend to favoring 
the individual who desires diversification through the operation of a 
number of separate business activities? And if it is proper to look to 
the other stock interests of the shareholder in determining whether 
each corporation is entitled to an exemption and credit, does this re- 
sult logically require a consideration of the shareholder’s non-cor- 
porate interests, 7.e., his interests in proprietorships or even his per- 
sonal financial position? Or may a line be drawn at his corporate 
interests, since we are dealing here with special relief provisions for 
corporations? 

In the parent-subsidiary relationship, it is proper to assume uni- 
tary management, business policy, and credit sources, and therefore 
appropriate to treat the earnings of the subsidiaries and parent in 
the aggregate. In effect, an integrated operation is presumed. But 
can this integration of operations be presumed in all brother-sister 
corporate groups? It may well be that the activities are completely 
different and kept entirely separate, with the only relationship be- 
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ing that of the same shareholder ownership. Is it appropriate to ag- 
gregate these corporations in the absence of integrated operations? 
Or should the limitation on exemptions and credits be confined to 
those corporations which are more like branches of one enterprise 
than small independent operations, despite the common ownership? 
If integrated operations are an important factor, can an appropriate 
statutory definition of integration be formulated? 

Assuming limitations on surtax exemptions and credits are to be 
applied to brother-sister corporations under common shareholder 
control, a problem then arises in defining that control. It is simple 
enough if the same individual owns each corporation. But suppose 
A owns one corporation and A’s wife or child the other corporation. 
Suppose A, B, and C each owns one-third of Corporations X, Y, and 
Z. Or suppose A owns 70 per cent of Corporation X and 15 per cent 
each of Corporations Y and Z; B owns 70 per cent of Corporation Y 
and 15 per cent each of Corporations X and Z; and C owns 70 per 
cent of Corporation Z and 15 per cent each of Corporations X and 
Y. Suppose the proportions of stock owned by A, B, and C are not in 
reciprocal ratios but vary, either materially or not, to any substan- 
tial degree. , 

If the exemptions and credits of a multiple corporation group are 
to be limited on some criteria, should the unitary nature of these op- 
erations be recognized for other purposes? Thus, a parent-subsidi- 
ary group may file a consolidated return under the 1954 Code, but if 
it does so it must pay an additional two per cent tax on the combined 
income. And in the absence of a consolidated return, intercorporate 
dividends bear a 7.8 per cent tax (52 per cent of the 15 per cent por- 
tion of the dividend not allowed as a deduction). Should these addi- 
tional taxes be eliminated for these groups? Brother-sister corpora- 
tions are not permitted to file a consolidated return. Should they be 
so permitted if treated as a unit for the surtax exemption? As an- 
other problem, shareholders of brother-sister corporations are in a 
position to dispose of the stock of one of the corporations at capital 
gain rates. Such a sale would appear to approach a bailout situation 
when the corporations are conducted in an integrated manner and, 
in a sense, are similar to branches of one enterprise. On the other 
hand, this may not be a serious problem, since capital cannot be 
shifted among these affiliated corporations as in the case of a parent 
and its subsidiaries. Should this situation be considered along with 
that of multiple exemptions and credits? 

The ALI 1954 Draft contained a provision which treated corpora- 
tions in a parent-subsidiary relationship as a unit by limiting them 
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to one exemption and credit. It did not limit exemptions or credits in 
the brother-sister group. The 1954 Code provisions have been men- 
tioned earlier. 

The research to date has led to these working views: 

(1) The surtax exemption and accumulated earnings credit of 
multiple corporations should be limited in accordance with the reali- 
ties of the situation and in the light of the purposes sought to be 
served by the benefits involved in the exemption and credit. Special 
limitations based on tax-avoidance or business purpose criteria are 
not appropriate. However, section 269 may remain generally appli- 
cable to this area as well as the other situations which it covers. 

(2) A parent-subsidiary affiliated group should be treated as a 
unit for this purpose, and the group should be entitled only to a 
single exemption and credit. The stock-ownership requirements re- 
specting the consolidated return privilege, 80 per cent at present, 
should apply in determining affiliation. 

(3) A brother-sister group should also be treated as a unit for 
this purpose if there is common shareholder ownership and if the 
business activities of the corporations are conducted in an integrated 
manner. 

(a) As respects the stock-ownership requirement, it would be sat- 
isfied if at least 80 per cent of the common stock of each corporation 
is owned by not more than five individuals in substantially the same 
proportion, taking into account reciprocal stock ownership arrange- 
ments and rules of stock attribution. 

(b) As respects the integration of business-activities requirement, 
regard should be paid to whether the corporations utilize common 
management, sources of supply, and facilities, etc. ; to whether there 
are substantial intercorporate dealings, such as mutual financing or 
credit arrangements; to whether the activities represent substan- 
tially a unitary trade or business; and like factors. 

(4) It would be appropriate to eliminate the two per cent addi- 
tional tax applicable to consolidated returns and also the intercorpo- 
rate dividends tax in the case of a parent-subsidiary affiliated group 
whether or not it files a consolidated return. Consistent with revenue 
requirements, the intercorporate dividends tax could be eliminated 
generally. 

(5) If a brother-sister group is treated as a unit for exemption 
and credit purposes, it does not follow that the group should be given 
the privilege of filing a consolidated return. The consolidated return 
rules are complex and it may be undesirable to extend this mecha- 
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nism to such a group. Therefore, this aspect would need further 
study. 


VI. Prostems or Dest in THE CorporaTE AREA 


Differentiation of Debt from Equity. The tax laws in a number of 
instances accord quite different treatment to debt obligations issued 
by a corporation from that accorded to corporate stock. On the cor- 
porate side, the principal difference is the deduction available for 
payment of interest on the debt, compared to the non-deductibility 
of dividend payments. On the side of the holder of the debt obliga- 
tion, its redemption by the corporation involves either no tax con- 
sequences or capital gain or loss results if tax basis and redemption 
proceeds differ. But the redemption of stock may involve dividend 
consequences to the shareholder. For these and other reasons, in 
capitalizing a corporation it is often advantageous tax-wise to allo- 
cate as much of the capital as possible to debt rather than to stock. 
Where the debt obligations are held by non-shareholders, few prob- 
lems arise. But considerable difficulties have arisen where the debt 
obligations are held by shareholders. It may be immaterial to a 
shareholder-creditor from a non-tax standpoint in many situations 
whether his investment is in debt or equity form. Regardless of the 
legal form, his entire investment is at the risk of the business and if 
the business is successful, he receives all the benefits of success. 
Consequently, the ease with which investment can often be created 
as debt rather than as equity, particularly in the closely-held cor- 
poration, has because of the sharp tax differences resulted in con- 
siderable controversy as to the classification criteria appropriate 
in determining whether debt or stock is present. The difficulties in- 
volved are increased as taxpayers seek to tailor the investment form 
to combine the tax advantages of debt with the non-tax advantages 
of stock, and thereby create hybrid instruments departing radically 
from traditional forms. 

The over-all picture is thus typical of the income tax. In the nor- 
mal situations the differences between stock and debt and their non- 
tax consequences are fully apparent. Congress in its tax legislation 
can thus appropriately decide for policy reasons to differentiate be- 
tween the two, and the differing tax results will be readily appli- 
cable. But at the borderlines the differences are extremely narrow, 
especially as taxpayers and their counsel, under the pressure of 
achieving tax benefits without material change in non-tax conse- 
quences, strive to alter the non-tax traditional legal forms and 
patterns. Technical criteria are therefore needed to locate the bor- 
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derlines so that the basic tax rules may operate. At first, the delinea- 
tion of the borders is left to the courts. But necessarily rules devel- 
oped through litigation involve considerable uncertainties. So some 
taxpayers and their counsel then ask for certainty through statutory 
rules, and statutory tax law will become that more complex as spe- 
cific criteria are enumerated in the statute. But in turn, necessarily, 
the contours of the statutory criteria will become unclear as admin- 
istrators, taxpayers, and tax counsel probe the application of these 
criteria in specific situations. And then in turn further clarifying 
legislation becomes necessary. 

One main issue in the differentiation of debt from equity is whether 
statutory criteria are desirable and can be formulated. At present 
no statutory rules exist. In the ALI 1954 Draft a non-exclusive defi- 
nition of debt was formulated in terms of an unconditional obliga- 
tion involving a fixed maturity; adequate consideration; non-sub- 
ordination to trade creditors generally (though subordination to 
banks and other lenders was permitted) ; no power to vote for di- 
rectors of the corporate obligor, except in the event of default ; and 
interest payments which are not dependent on earnings and which 
are unconditionally payable not later than maturity of principal 
(income obligations providing for a fixed amount of interest cur- 
rently payable if earned but, at any event, payable on maturity were 
permitted). Later study of this area by others has produced sug- 
gested changes in these criteria. Thus, the maturity should not in- 
volve an ‘‘unreasonably distant date’’ ; the interest payments should 
not be ‘‘excessive’’; no voting power should exist at all; and the cir- 
cumstances under which the debt was incurred should ‘‘not negative 
any reasonable expectation of payment.’’ In effect, later study in 
this field has moved in the direction of further limitations, but 
always stressing the non-exclusive character of the definition. Thus, 
an obligation which met these tests would thereby be regarded as a 
debt instrument. An obligation not meeting these tests would still 
be regarded as a debt instrument if, under the circumstances, it 
would be regarded as debt under current judicial criteria. 

Clearly, questions can arise as to the ingredients of any definition 
of debt. Thus, is a non-subordination-to-trade-creditors requirement 
sufficiently strong when applied to activities in which trade creditors 
are not a factor, but bank loans or the like are important and sub- 
ordination to such loans exists? Is too much uncertainty injected 
into the definition by a requirement that the circumstances do not 
negative any reasonable expectation of payment? But without such 
a requirement is the definition so rigid as to lend itself too much to 
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avoidance, as where the shareholder-creditor simply has no inten- 
tion to act as would a creditor? And if the courts find the definition 
too rigid in cases in which they dislike the result, will they seek ways 
of their own to lessen the rigidity of the definition? At another level, 
will the definition really be accepted by administrators and courts 
as non-exclusive? 

The other main issue here is the effect to be accorded to obliga- 
tions which are admittedly debt obligations in form and non-tax 
legal effect but which are held by a shareholder. Thus, should the 
tax consequences accorded to debt held by an outsider be accorded 
equally to debt held by a shareholder? Or, at the other extreme, is 
the category of shareholder-creditor an unreal one, in that a share- 
holder would not utilize his creditor safeguards to the detriment of 
his proprietary interest? If so, then should a debt instrument held 
by a shareholder be accorded the consequences that tax law gives 
to stock? The present case law does recognize the status of share- 
holder-creditor, so that debt held by a shareholder, even a sole share- 
holder, may involve interest deductions to the corporation and non- 
dividend consequences on its redemption. But the case law does 
place a limit on the allocation of investment between debt and stock, 
and hence on the extent to which a shareholder may occupy a creditor 
position. This limit is generally referred to as the ‘‘thin capitaliza- 
tion’’ rule. In a general way this rule considers the debt-stock ratio 
as a factor in the determination whether a debt instrument held by 
a shareholder will be classified as debt for tax purposes. If the ratio 
of debt to stock is regarded as excessive, then a court may decide 
that the money invested nominally as debt is in reality an equity 
investment. Any consideration of a definition of debt must therefore 
reckon with this thin-capitalization rule. 

The ALI 1954 Draft did not have a debt-stock ratio test in its defi- 
nition of debt. If an instrument met the indicia of debt, it would be 
accorded debt status in the hands of a shareholder without regard 
to the ratio of debt to shareholder equity. This position was qualified 
somewhat by a statement that where the amount of debt was so great 
that in reality there was no equity interest, the indebit-dness should 
not be recognized. 

One question, therefore, is whether a ratio test is needed as an 
ingredient in a definition of debt. Will non-tax considerations them- 
selves keep the ratio within bounds, in that shareholders realizing 
the need for outside credit will not burden their corporate balance 
sheets with shareholder debt? Or are there many situations in which 
a balance sheet that may be poor credit-wise is no handicap to busi- 
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ness operation and hence such self-policing does not exist? As an- 
other consideration, will a ratio test be very effective? Thus, if a 
5-to-1 ratio is permitted, a shareholder may obtain the tax advan- 
tages accorded to debt for 83-1/3 per cent of his over-all investment. 
This being so, is it desirable to pursue the remaining 16-2/3 per cent 
and disqualify it from debt status solely on a ratio ground? But in 
absolute terms the remaining 16-2/3 per cent may involve substan- 
tial amounts. And, turned round, if a shareholder can qualify 83-1/3 
per cent of his investment as debt, should he be distressed at not 
qualifying most of the remaining 16-2/3 per cent? 

If on balance it is determined that a ratio factor is a part of debt 
qualification in the shareholder-creditor status, need the factor be 
expressed in statutory terms or can this aspect be left to the courts? 
Thus, once an instrument qualified as debt under the statutory cri- 
teria earlier indicated, the question whether it must nevertheless in 
a particular situation be treated as stock because of the debt-stock 
ratio could be handled by the courts as at present. Some may feel 
that little in the way of certainty has been accomplished if this is 
done, and the entire matter of debt qualification could as well then 
be left entirely to the courts. Others may believe it helpful if judi- 
cial consideration is limited only to the ratio factor. 

If a ratio test is to be incorporated into the statute, many ques- 
tions must be answered. Should the ratio be expressed only in terms 
of shareholder-held debt to equity, so that, for example, such share- 
holder debt may qualify within a 5-to-1 ratio, regardless of the 
amount of debt already held by outsiders? If so, a corporation could 
be very thin indeed and yet the shareholder-held debt could still 
qualify. This view could be defended on the ground of giving some 
minimum tax advantage to shareholders of small corporations 
through this debt device. Also, if outside debt is to be counted and 
an over-all debt test used, an undue premium could be put on timing, 
in that shareholder debt up to the ratio could first be issued and then 
outside debt incurred, whereas the reverse order would have dis- 
qualified the shareholder debt. Also, the definition of outside debt 
might be complicated. What about accounts payable, open book ac- 
counts, etc? Still, these technical problems could be overcome, and 
the main question would seem to be the extent of desirable tax ad- 
vantage to be accorded to the shareholder-creditors. Some approach 
this point with the view that this type of ratio affords an appropri- 
ate way of aiding small business; others assert this should remain a 
technical issue as far as possible, and the tax policy issues of aid 
to small business should be faced directly by considering a variety 
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of methods wholly apart from debt-stock ratios. Also, in view of 
these conflicting considerations involved in formulating the ratio, 
would a double ratio be useful? Thus, a debt instrument held by a 
shareholder could qualify as debt if, for example, it met either a 
5-to-1 over-all debt test or a 2-to-1 shareholder debt test. 

If a ratio is to be adopted limiting shareholder-held debt, whether 
in terms of that debt or all debt, then what content should be given 
to the concept of shareholder-held debt? Does it include outside debt 
guaranteed by the shareholders? If not, the ratio could be readily 
avoided; if so, technical problems arise of fitting the outside debt 
into a stock mold. Further, should only shareholder debt held pro 
rata to stock be considered, or should debt held non-pro rata be 
counted as well? While the latter is in some respects similar to out- 
side debt, the complexities of defining pro rata and of handling debt 
issued at various stages to different shareholders may warrant 
grouping all shareholder debt together. The other part of the ratio 
must also be defined. What is to be counted as equity? Possibilities 
here are the market value of the stock or its book value to reduce 
valuation problems. Hither of these seek current values. But sup- 
pose the equity capital originally invested was greater but has been 
reduced as a result of losses. Should leniency be shown in favor of a 
corporation originally adequately capitalized but now over-capital- 
ized with debt as the shareholders seek to keep it operative through 
loans? Or would this recognition of historical capital lead to a traffic 
in shell corporations offering attractive debt-stock ratios. And, of 
course, basic to a ratio test is the question of just what numerical 
ratio should be used. 

Finally, after all these choices are made and the difficulties are 
surmounted, is the result still desirable? Or will the statutory defi- 
nition that emerges be so unsatisfactory from the standpoint of tech- 
nical complexity, too great leniency to shareholder-creditors or too 
narrow a scope for shareholder debt, as the case may be, too rigid a 
concept despite the asserted non-exclusivity, that the task should be 
abandoned and this area left to the courts? 

The research to date has led to these working views: 

(1) An attempt should be made to devise a statutory definition of 
debt. The definition should be non-exclusive. 

(2) The definition should encompass factors relating to maturity ; 
non-subordination to trade creditors generally; absence of factors 
negativing a reasonable expectation of payment; interest not exces- 
sive and ultimately payable ; absence of voting power ; and adequate 
consideration. 
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(3) A debt-stock ratio should be included in this definition which 
would deny debt treatment to shareholder debt not meeting this ra- 
tio, subject to the non-exclusive aspect. This ratio would be based on 
the following: 

(a) The ratio should be in terms of shareholder debt to share- 
holder equity ; fully outside debt should not be considered. 

(b) All shareholder debt, whether pro rata or not, should be con- 
sidered. Outside debt guaranteed by the shareholders should be con- 
sidered shareholder debt. 

(c) Shareholder equity should be measured in terms of original 
capital, current book value, or current market value, whichever is 
higher, though the inclusion of the factor of original capital is prob- 
ably a borderline matter. 

(d) The ratio, considering the above aspects of the test, should be 
somewhere in the zone from 3 or 3-1/2-to-1 to 5-to-1." 

Definition of Securities in Corporate Exchanges.** The preceding 
discussion relates to a definition of debt in the corporate area. Many 
of the Code sections in this area, however, use the term ‘‘securities.’’ 
The two are not synonymous, ‘‘securities’’ being the narrower term 
though its exact scope is uncertain. One aspect of the treatment of 
debt obligations is whether the term ‘‘securities’’ can be dropped 
and ‘‘indebtedness”’ substituted. 

Thus, section 351 qualifies as a tax-free exchange an incorporation 
under which those transferring property to the corporation receive 
stock and securities in return. A debt instrument not within the scope 
of ‘‘securities,’’ such as a short-term note, will be considered as boot. 
Is it desirable to broaden this provision and permit any debt to qual- 
ify? While this would free the transferors from recognition of gain 
when short-term debt is received, it would result in a lower basis for 
the property transferred to the corporation, since gain recognized 
to the transferors increases that basis. While a possible approach 
here is in terms of a debt instrument with a maturity, say, of five 
years, there are difficulties in handling serial redemptions, accele- 
rated payment privileges, convertibility privileges, and the like, in 
their effect on the ascertainment of the maturity of the instrument. 
To avoid most of these problems it may be simpler to go therefore 
as low as a one-year maturity, though this does mean denying a 


15 The 1958 Tax Advisory Group by a small margin favored the above approach as 
against either no statutory test at all or a test along the lines of the ALI 1954 Draft, 
which did not require a consideration of the debt-stock ratio in qualifying the debt. A 
5-to-1 ratio was favored by a very slight margin over a somewhat lower ratio. 

16 This topic has not been considered by the Tax Advisory Group of the ALI Tax 
Project. 
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stepped-up basis where the obligation is retired in just a few years. 
A one-year rule would take some of the strain off the definition of 
‘‘assumption’’ of indebtedness, since today an assumption involves 
tax-free consequences but a ‘‘payment’’ in non-securities does not. 

Other aspects of this question relate to the definition of securities 
in the reorganization area, both as to securities issued by the acquir- 
ing corporation and those transferred to it by creditors of the corpo- 
rations involved. 

The research to date has led to these working views: 

(1) The term ‘‘indebtedness’’ should be substituted for the term 
‘*securities.’’ For section 351 purposes, the indebtedness should 
have a stated maturity of one year or more. This maturity require- 
ment may not be needed in reorganization transactions, but it is not 
inappropriate if uniformity is desirable. 

(2) A transferor of property under section 351 need not receive 
any stock so long as he receives a qualifying instrument of indebted- 
ness. *7 

Security Bailouts.* Another aspect of debi in the corporate area 
is the treatment of ‘‘security bailouts.’’ These are situations in 
which a shareholder may receive debt and stock in exchange for stock 
in a recapitalization or other reorganization. He is thus free to sell 
the debt or have it redeemed, without disturbing his equity position. 
Unless some steps are taken to provide appropriate rules for these 
exchanges, they would offer an opportunity to convert dividend in- 
come into capital gain. 

While the security bailout is similar to that of the ‘‘preferred 
stock bailout,’’ the 1954 Code approach in the case of the preferred 
stock is that of tainting, while the approach in the case of securities 
is immediate recognition of gain. Thus, an ordinary distribution of 
securities will be a dividend to the extent of earnings and profits. In 
exchanges pursuant to corporate reorganizations or divisions, if the 


17 Other possible section 351 changes are: 

(1) Treat a transferor of services as a qualifying transferor, thus permitting the 
formation of the corporation to qualify where his stock is necessary to establish ‘‘con- 
trol,’’? but in appropriate cases treat the stock received as taxable compensation for his 
services. 

(2) Continue the approach of Code section 1239, finding ordinary income on the sale 
of depreciable property to a controlled corporation, but make its application co-extensive 
with Code section 267 relating to the disallowance of losses on sales to related taxpayers. 

(3) Where Code provisions make certain rules applicable to section 351 situations, as 
in Code sections 357 and 367, these rules should also be applied to contributions to the 
capital of a corporation. 

18 This topic has not been considered by the Tax Advisory Group of the ALI Tax 
Project. 
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principal amount of securities received exceeds that of securities 
surrendered, the value of the excess principal amount is treated as 
boot, causing recognition of gain on the entire transaction to the ex- 
tent of that value. Where no securities are surrendered, the full 
value of any securities received is treated as boot. Generally, this 
recognized gain will be treated as a dividend to shareholders and as 
a capital gain to non-shareholders. 

The research to date has led to these working views: 

(1) The basic Code rule that securities received in excess of se- 
curities exchanged are boot in recapitalizations and reorganizations 
should be continued. 

(2) The following changes in that basic rule should, however, be 
considered : 

(a) Accrued interest would be treated as such. 

(b) On the receipt of an excess principal amount, no gain would 
be recognized to shareholders, since the excess reflects changes in 
the money market. But if the value of securities received exceeded 
that of securities surrendered, the excess would represent boot, 
which generally would be a dividend to shareholders and capital gain 
to non-shareholders. 

(c) If the value of securities surrendered is less than the princi- 
pal amount of securities received, the situation both as to non-share- 
holders and shareholders would be treated essentially as original 
issue discount. 


VII. ArrrisuTion or Stock OWNERSHIP 


A number of the substantive corporate tax rules turn on the extent 
of a particular taxpayer’s ownership of stock in a corporation. For 
example, the personal holding company rules refer to a corporation 
more than 50 per cent of whose stock is ‘‘owned’’ by five or fewer 
individuals. The stock redemption rules of Code section 302 refer to 
the redemption of all of the stock ‘‘owned’’ by a shareholder and to 
distributions disproportionate to the stock ‘‘owned’’ by sharehold- 
ers. It has long been recognized that the substance of these sections 
could be defeated where the particular shareholder permitted some 
of the stock involved to be held by members of his close family or by 
corporations, partnerships, or trusts in which he had an interest. To 
meet this difficulty, the tax law has devised rules regarding the attri- 
bution of stock ownership. Under these rules stock so distributed 
among the family or placed in controlled entities is collected and re- 
allocated to the basic shareholder. These rules of attribution rest on 
certain assumptions, as, for example, that one member of a family 
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can control the stock owned by other members of the family, or 
rather that whenever the extent of the stock ownership of one mem- 
ber of the family is in issue, it is proper to regard that member as 
holding all of the shares possessed by the family. Similarly, a part- 
ner or a shareholder can be regarded as owning a pro rata portion of 
the stock held by the entity. These assumptions obviously have a con- 
siderable factual basis in most situations. Further, the burden on 
tax administration and tax planning would be almost intolerable if 
these assumptions were treated only as presumptions, with the final 
issue depending on the particular factual situation. Also, these rules 
of attribution must have a fairly wide scope and must match to a 
reasonable extent the web of stock ownership which an ingenious 
taxpayer can create within his family and legal entities. On the other 
hand, these rules must have bounds, or else the trail of attributed 
stock ownership would wind through a maze of family relationships 
and unrelated legal entities, so that a bewildering and unpredictable 
set of constructive ownership patterns would be created. 

Both the 1954 Code and the ALI 1954 Draft have their rules of 
stock attribution to determine the constructive ownership of stock. 
The ALI 1954 Draft provided a single set of uniform rules to be ap- 
plied in enumerated provisions turning on stock ownership. The 1954 
Code rules vary among the substantive situations involved. It is gen- 
erally agreed that the rules in both the Code and the ALI 1954 Draft 
are too complex and too sweeping in their application. The essential 
problems of revision are whether a reasonably uniform set of rules 
can be utilized and whether simplifications in the application of the 
rules are possible. 

The research to date has led to these working views: 

(1) It is feasible and desirable to formulate a single set of uni- 
form rules of stock attribution to be utilized throughout the entire 
Code. While a few variations may be needed as respects particular 
substantive provisions, these can be formulated as exceptions within 
the framework of the single set of rules. 

(2) As respects the family group, it should encompass spouses 
(unless legally separated by an interlocutory or final decree of di- 
vorce or a decree of separate maintenance), children, grandchildren, 
parents, and grandparents. 

(3) As respects shareholders, a shareholder owning a five per 
cent or greater stock interest in a corporation should be treated as 
owning his proportionate share of stock held by the corporation. 

(4) As respects partners, a person having a five per cent or 
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greater interest in capital or profits should be treated as owning his 
proportionate share of stock held by the partnership. 

(5) As respects beneficiaries of trusts and estates, a beneficiary 
having a five per cent or greater interest should be treated as owning 
his proportionate share of stock held by the trust or estate. Also, a 
person treated as the owner of a trust because of his control should 
be treated as owning the stock held by that trust. 

(6) ‘‘Sidewise attribution’’—attribution from a partner toa 
partner, from a shareholder in a corporation to another shareholder 
in that corporation, from a beneficiary of a trust or estate to another 
beneficiary—should not exist. 

(7) ‘‘Back attribution’’—attribution from a shareholder to his 
corporation, from a partner to his partnership, from a beneficiary to 
the trust or estate—should be eliminated except in certain restricted 
situations. The extensive back attribution possible under the 1954 
Code rules is another reason for their complexity in operation. In 
those restricted situations in which back attribution is retained, 
there should be no reattribution. Thus, if stock is attributed back to 
a corporation from a shareholder, it should not then be reattributed 
to other shareholders, since the combination of such back attribution 
and reattribution would in effect be a sidewise attribution, and both 
direct and indirect sidewise attributions are to be eliminated ; a sim- 
ilar barrier to indirect sidewise attribution would apply as to the 
other back attributees. This sidewise attribution through back attri- 
bution and reattribution is one of the chief reasons for the attenu- 
ated and complex attribution patterns now occurring under the 1954 
Code rules. 

The considerations respecting back attribution appear to be the 
following: 

(a) Back attribution is not necessary outside of Subchapter C. 
Sections 542, 543, 552, and 553 deal primarily with stock ownership 
by individuals *® and not by trusts, corporations, ete.; sections 421 
and 1361 deal only with individuals; section 1551 contains a provi- 
sion which deals directly with the particular problem of shareholder 
ownership; and in section 267 the need for back attribution may be 
avoided by specifically listing the instances in which this section is 
to function. 

(b) Back attribution is necessary in sections 302, 306, and 341, 
and also in sections 334 and 382 (as respects the definition of ‘‘pur- 

19 Although the personal holding company sections might involve trusts or corporations 


as shareholders, a preliminary examination shows that back attribution will not be re- 
quired. Further study might be undertaken along this line. 
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chase’’). In sections 302, 306, and 341 the need only exists where the 
back attributee owns or has owned stock in the corporation involved. 
However, there is no harm in extending back attribution generally 
to these sections, since it will have no effect where such ownership is 
not present. 

(c) Back attribution does not appear to be necessary in section 
304. Utilizing back attribution in section 382 (for purposes of deter- 
mining the ten largest shareholders) seems undesirable as it makes 
this determination too complex. 

(d) The need for back attribution in sections 334 and 382 can be 
entirely eliminated by specifically listing the transactions which do 
not constitute a ‘‘purchase.’’ The list of transactions would be sim- 
ilar to that under section 267 and could be made identical with a re- 
vision of the section 267 list. 

(e) Back attribution to partnerships for purposes of section 302 
(b)(2) might be eliminated in favor of an approach which would 
treat redemptions from a partnership as redemptions from each of 
the partners pro rata. 

(f) Back attribution to a corporation should include all cases in 
which a shareholder owns five per cent or more in value of the stock 
of such corporation. 

(8) In the light of the above rules, in formulating a single set of 
attribution rules the following should be done: 

(a) Section 267 of the Code, involving disallowed losses on sales 
between related taxpayers, should be rewritten to list specifically 
more of the instances in which it is to be applied in lieu of having 
these instances deduced from attribution rules. 

(b) This same list of related taxpayers would be applicable also 
to sections 178, 179, 341(e) (8), 503, 514, 681, 707(b), 1235, 1237, 1239, 
and 1341. It would also apply to define ‘‘purchase’’ under sections 
334 and 382. 

(c) Uniform attribution rules, based on the foregoing considera- 
tions and using the back attribution concepts above developed, 
should be provided for all sections turning on the ‘‘ownership”’ of an 
entity in which constructive ownership is utilized. 

















The Quest for Tax Equality for Private 
Pension Plans: A Short History of 
the Jenkins-Keogh Bill’ 


LESLIE M. RAPP * 


Tue Present Inequatiry or TREATMENT 


kK a third of a century the federal income tax law has extended 
preferential income tax treatment to those wage earners and sal- 
aried employees, including corporate officers, whose employers have 
set up pension or profit-sharing plans in their behalf.? Actually, such 
persons are thrice-blessed: first, by having their employers contrib- 
ute funds for their ultimate retirement; second, by their not being 
taxed currently on either the employer’s contributions or the earn- 
ings thereon; * and third, by being enabled to have this deferred in- 
come taxed as and when distributed, when normally it will fall into 
lower income tax brackets (if it does not escape tax altogether), or, 
if received in a lump sum on termination of services, will be subject 
to a maximum rate of 25 per cent.* 

On the other hand, the 30 million employed persons whose em- 
ployers have not set up employee pension plans and who, therefore, 
have to make their own provisions for old age over and above their 
social security benefits get no deferment of income tax on earnings 
which they may voluntarily set aside for retirement purposes. They 
not only have to pay for their own pensions, but must do so out of 
what is left of their income after taxes. This is also true of the ten 
million self-employed who, since they are not ‘‘employees,’’ cannot 
qualify under the statute for the foregoing preferential tax treat- 


* Lesiiz M. Rapp is a member of the New York and District of Columbia Bars and a 
partner of Simpson, Thacher and Bartlett, New York City. 

1H.R. 9 (Jenkins) and H.R. 10 (Keogh), 85th Cong., 1st Sess. (1957), to encourage 
the establishment of voluntary pension plans by self-employed individuals. 

2 To qualify for such treatment, employee pension or profit-sharing plans must meet cer- 
tain statutory requirements and, in particular, must not be discriminatory in favor of offi- 
cers, shareholders, supervisory or highly compensated employees. I.R.C. § 401(a) (1954), 
corresponding to § 165(a) of the 1939 Code. The employer is allowed a current deduction 
for contributions made under a qualified plan. I.R.C. § 404 - 

8 I.R.C. § 402(a) (1) (1954). 

4I.R.C. § 402(a) (2) (1954). 
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ment even in connection with retirement plans set up by them for 
their employees.® 

In fairness to Congress, it must be said that the tax benefit which 
has been conferred upon those covered under private pension plans 
was not the result of any legislative purpose to discriminate in favor 
of one group to the exclusion of others. Rather, it was based more 
on simple equity, to prevent employees from having to pay present 
income tax on funds put aside for them by their employers which 
would not become available until some years in the future, and pos- 
sibly not at all, if they died or terminated their employment before 
acquiring a vested interest in the fund.® 

Regardless, however, of the equitable considerations underlying 
the special treatment accorded this favored group of individuals, 
it is clear that the substantial tax advantage which they enjoy is 
looked upon with unabashed envy by the 40 million employed and 
self-employed persons who, in the face of the present and prospec- 
tive high level of taxes, find it difficult, if not impossible, to make 
provision for their own retirement. 

The self-employed groups have been the most out-spoken in call- 
ing their plight to the attention of Congress, as well as the most 
persevering in seeking remedial legislation which would provide 
benefits somewhat comparable to those enjoyed by beneficiaries of 
employee pension plans. Among the self-employed groups the legal 
profession, as might be expected, has taken the initiative in formu- 
lating proposals for equality of treatment. 

It is the purpose of this paper briefly to trace this quest for tax 
equality through the various stages of the remedial legislation which 
has been proposed and to refer to some of the considerations which 
have led to the present form of the bill now receiving the most wide- 
spread support—the so-called Jenkins-Keogh Bill.” Brief reference 
will also be made to legislation along the same or similar lines which 


5 I.T. 3350, 1940-1 Cum. BuLL. 14; I.T. 3268, 1939-1 Cum. BuLu. 196. A group of doctors 
have shown the way for self-employed professional people to obtain pension benefits under 
a qualified plan, namely, by forming an association having the necessary characteristics for 
it to be treated as a corporation for federal tax purposes. The associated doctors thereby 
became ‘‘employees’’ of the ‘‘corporation’’ and qualified for benefits under the employees 
pension plan which they set up. See United States v. Kintner, 216 F.2d 418 (9th Cir. 1954). 
The Commissioner at first refused to follow the decision (Rev. Rul. 56-23, 1956-1 Cum. 
But. 598) but has since ruled that the fact that an association is formed for the purpose 
of qualifying its members for treatment as employees under a qualified pension plan is 
not determinative of whether the organization will be classified as a partnership or as an 
association taxable as a corporation. Rev. Rul. 57-546, 1957 Int. Rev. Bunt. No. 46, at § 7. 

6 Cf. statement of Laurens Williams, Assistant to the Secretary of the Treasury, Hear- 
ings before the Committee on Ways and Means on H.R. 10, 84th Cong., 1st Sess, 8 (1955). 

t Supra note 1. 
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has already been enacted in Great Britain, Canada, and New Zea- 
land. 


THe BEGINNING OF THE MoveMENT for Tax EqQua.ity 


So far as the writer is aware, the first organized effort looking to 
the formulation of remedial legislation was when a small group of 
lawyers met informally in New York early in 1945 to consider the 
problem from the standnoint of the self-employed professional per- 
son. Their discussions continued throughout the ensuing two years, 
during which time the group was augmented by the inclusion of other 
attorneys having a common interest in seeking a solution to the 
problem.® 

The informal group’s intitial approach was to consider the feasi- 
bility of amending section 165 of the 1939 Code so as to permit self- 
employed persons to be treated as their own employees for purposes 
of any employee pension plan set up by them. However, a possible 
difficulty with this method at once confronted the group because of 
the Treasury Department’s then current position that a pension 
plan would not qualify for the special treatment provided under 
section 165 if more than 30 per cent of the annual contributions were 
required to provide benefits for those owning ten per cent or more 
of the voting stock of a corporate employer.® It was thought that if 
a similar rule were to be applied to sole proprietorships and small 
partnerships having few employees, the proposed amendment would 
achieve little practical benefit. 

After careful study it appeared to the group that even if the 30 
per cent rule were not applied, the plan would not achieve tax equal- 
ity for the self-employed, since it would require a sole proprietor 
or partner to suffer a reduction of his income by the net cost of the 
employees pensions as the price of securing a tax deduction with 
respect to the funds set aside for his own pension. Such cost, the 
studies showed, would normally exceed the benefit. The group noted 
that a corporate executive, on the other hand, ordinarily received 
the same salary before and after the establishment of a pension 
plan, with the net cost to the corporation being borne by the share- 
holders and with the gross cost a deductible business expense.’® 

Notwithstanding the abandonment of the section 165 approach to 


8 The writer was a member of this group. 

91.T. 3674, 1944 Cum. Buu. 315; I.T. 3675, 1944 Cum. Bun. 316; I.T. 3676, 1944 
Cum. Butt. 317. This rule has since been rescinded by the Treasury Department (I.T. 4020, 
1950-2 Cum. BULL. 61) as a result of an adverse court decision, Volckening, Inc., 13 T.C. 
723 (1949). : 

10 Unpublished draft report of a subcommittee of the informal group. 
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the problem by the informal group, the idea was not to die." How- 
ever, it was for the time being overshadowed by a new proposal. In 
March, 1947, in an article in the American Mercury,” Harry Silver- 
son advocated a tax-deductible savings plan which, in essence, was 
an income-averaging device, but which also provided the mechanics 
for the establishment of individual pension funds. The Silverson 
Plan would have allowed all taxpayers a current deduction for fed- 
eral income tax purposes up to the lesser of 25 per cent (later re- 
duced to 15 per cent) ** of earned net income and $10,000 with respect 
to sums invested in a special type of non-assignable government 
bond bearing one per cent interest. The allowable deduction was to 
be reduced by contributions made in the individual’s behalf under a 
qualified employee pension or profit-sharing plan. The bonds were 
to be redeemable at any time but, in any event, would mature not 
later than ten years after death, and the proceeds would become tax- 
able upon redemption. 

The Silverson Plan was endorsed by the Committee on Taxation 
of the Association of the Bar of the City of New York, but with a 
percentage limit on the allowable deduction of 15 per cent rather 
than 25 per cent, reduced by any employer contributions under a sec- 
tion 165 plan to the extent the taxpayer had a vested interest therein, 
and with a provision that there should be no redemption of the bonds 
before age 60.1* Meanwhile the investment provisions of the Silver- 
son Plan had been sharply criticized’ by Harry Rudick, who proposed 
that in lieu of requiring a sterile investment such as low-interest 
bearing government bonds, the individual be permitted the same 
freedom of investment as trustees under a qualified employee pen- 
sion plan.’ 

The Nicholson, Silverson, and Rudick Plans were debated at a 


11 The section 165 approach was formally proposed by John R. Nicholson, Pensions for 
Partners, 33 A.B.A.J. 302 (1947). A further article by Mr. Nicholson on the same subject 
appeared in 33 A.B.A.J. 1005 (1947), which was in reply to a criticism of the plan by Harry 
Rudick, More About Pensions for Partners: A Better Solution than Pension Plans?, 33 
A.B.A.J. 1001 (1947). The section 165 approach was also recommended in the report of 
the Special Tax Study Committee to the Committee on Ways and Means, of which Roswell 
Magill was chairman. 80th Cong., 1st Sess. 1868 (1947). 

12 Silverson, 4 New Tax Proposal, 44 Am. Mercury 345 (March, 1947). 

18 Silverson, Harned Income and Ability to Pay, 3 Tax L. REv. 299 (1948). 

14 Special Report of Taxation Committee, Association of Bar of City of New York, Pro- 
posed Changes in the Federal Income, Estate and Gift Tax Laws and Practice 25 (Dec. 
1947). The Committee, in the same report, recommended that section 165 be extended to 
cover individual proprietors and members of partnerships and that the so-called 30 per 
cent rule be abolished. 

15 Rudick, supra, note 11; Rudick, Wherein the Silverson and Rudick Plans Differ, 3 
Tax L. REv. 384 (1948). 
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meeting of the Tax Section of the American Bar Association held in 
Seattle in September, 1948. The Section’s Committee on Earned In- 
come had submitted a report (a) endorsing the Silverson Plan with 
a 15 per cent limit on annual deductions; (b) proposing the exten- 
sion of the employee pension trust provisions under section 165 to 
individual proprietors and partners who render services; ** and (c) 
deferring income tax on so much of an employee’s salary as is con- 
tributed to a qualified employees pension or profit-sharing plan. 
There were several dissenting reports, including one by Harry Ru- 
dick based on his previous criticism of the investment provisions of 
the Silverson Plan. Another of the other dissenting reports was 
by Stanley Surrey ** who, in addition to predicting a billion dollar 
revenue loss from the proposals at a time when the Budget was al- 
ready unbalanced, denounced the majority’s recommendations as 
‘‘ypper bracket proposals.’’ After a stormy debate, action on the 
Silverson Plan was tabled by the Tax Section, and the other two 
recommendations were referred back to the Committee for further 
study. 

Following the collapse of the effort to secure formal American 
Bar Association support of the Silverson Plan, the Board of Gov- 
ernors of that organization on March 25, 1950 appointed a special 
Committee on Retirement Benefits to give further consideration to 
the general problem."* Later, a similar committee was set up by the 
Association of the Bar of the City of New York.”® These two groups, 
in concert with the Committee on Personal Income Taxation of the 
New York State Bar Association,” jointly set about to develop a 
plan which, it was hoped, all interested groups might be able to 
support. 

After consultation, the several bar association committees ini- 
tially agreed in general terms on a recommendation that the Internal 
Revenue Code be amended to permit the exclusion from taxable in- 
come of a reasonable percentage of earned income, provided the 
amount so excluded was set aside by the taxpayer for purposes of 
providing retirement benefits. Later, it was decided that a bill should 


16 The report recommended that the proposed law specify that contributions provided 
for the proprietors would not be considered discriminatory if they did not exceed the same 
percentage of their assumed compensation as applied to all other employees under the plan. 

17 Professor at Harvard Law School and formerly Tax Legislative Counsel of the Treas- 
ury Department. 

18 George Roberts of New York, chairman. 

19 Roswell Magill of New York, chairman. 

20 The writer was chairman of this committee and a member'of the Association of the 
Bar Committee. 
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be drafted for introduction in Congress which would implement the 
proposal. The writer undertook to prepare the draft. Several alter- 
native plans were proposed for consideration, each having different 
characteristics as to coverage, method of funding, ete. 


Tue OricinaL Kerocu-Reep Bru 


In the summer of 1951 a form of bill was finally agreed upon by the 
several bar association committees, and arrangements were made 
with Representatives Keogh and Reed of New York, both of whom 
were members of the House Ways and Means Committee, to sponsor 
the measure in Congress on a bi-partisan basis. It was introduced 
on June 7, 1951, during the first session of the 82d Congress as H.R. 
4371 (Keogh) and H.R. 4373 (Reed) under the title ‘‘ A bill to per- 
mit the postponement of income tax with respect to a portion of 
earned net income paid to a restricted retirement fund.’’ The bill 
was modeled along the general lines of the Silverson and Rudick 
Plans. However, instead of being primarily an income-averaging 
device, it took on more of the character of a true retirement plan. 

The original bill would have allowed all taxpayers to deduct a 
portion of their income paid into a restricted retirement fund, the 
deduction being limited to the lesser of ten per cent of earned net 
income ** and $7,500. Those already under qualified employee pen- 
sion or profit-sharing plans would have been able to avail themselves 
of the deduction only to the extent that the amount computed under 
the above limitations exceeded any amount contributed during the 
taxable year by their respective employers under such employee 
plans. 

All-inclusive coverage was provided under the original bill, be- 
cause the self-employed professional groups which were responsible 
for its introduction did not feel that they should ask relief from dis- 
crimination for themselves without affording similar benefits to the 
pensionless employed. Likewise, it was recognized that while many 
persons under qualified plans might be receiving actual or potential 
benefits far greater than those provided under the bill, those getting 
smaller benefits should at least be able to improve their position on 
a voluntary basis should they so desire. 

The percentage limitation on the deductible amount was fixed at 
ten per cent as being a more modest approach toward equality than 
the Silverson Plan * and as having the virtue of minimizing the pos- 
"21 ‘The definition of earned income, earned net income, ete. was largely borrowed from 
the Revenue Act of 1938, section 25(a) (4), 52 Strat. 466. 


22 The original deductible limit under the Silverson Plan was 25 per cent, which was the 
maximum portion of payroll which employers could take as a current deduction under qual- 
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sible revenue loss, which was an important consideration in view of 
the broad coverage provided under the bill. 

A ‘‘restricted retirement fund’’ was defined under the original 
bill as a trust forming part of a retirement plan set up by a bona 
fide agricultural, labor, business, industrial, or professional associa- 
tion or similar organization, for the exclusive benefit of its partici- 
pating members.” It was required that the trustee of the fund be a 
bank and that investments be confined to those which were legal for 
the investment of trust funds by such bank. The bill granted tax 
exemption to the trust on its earnings. Distributions could not be 
made prior to age 60, except in case of total and permanent disa- 
bility certified by a licensed physician. When made, they could be 
paid in a lump sum, in installments, or through the purchase of life 
annuities, and were to be taxable on receipt at the regular income 
tax rates, except that lump-sum distributions were to be given capi- 
tal gains treatment, as under section 165 plans. 

Having been introduced late in the first session of the 82d Con- 
gress, no legislative consideration was given to the Keogh-Reed Bill 
during 1951. However, it attracted widespread support, not only 
within the legal profession which had formulated it, but from many 
other well-known professional groups, such as the American Medi- 
cal Association, the American Institute of Accountants, the Ameri- 
can Dental Association, and a host of other organizations. 


THe 1952 Hearines 


On May 13, 1952, the House Ways and Means Committee held a 
public hearing on the bill ** at which representatives of various pro- 
fessional and other self-employed groups appeared in its support. 
The Treasury Department, however, filed a written report in firm 
opposition, based principally upon the potential revenue loss in the 
face of heavy defense expenditures, but at the same time raising a 
question as to the ultimate fate of the income tax if deductions were 
to be allowed for various forms of savings. A further discordant note 
was struck by the life insurance companies, which protested the fact 


ified employee pension and profit-sharing plans combined. The 15 per cent figure which he 
later used was based upon the maximum portion of payroll which employers could deduct 
for qualified profit-sharing plans alone. 

23 The requirement that the trust be sponsored by some organization was the result of 
a misguided intimation from legislative sources that any remedial legislation should pro- 
vide for contributions to a group fund, as in the case of section 165 plans. 

24 Hearings before the Committee on Ways and Means on H.R. 4371 and H.R. 4373, 824 
Cong., 2d Sess. 1 (1952). One of the bills on which testimony was also heard was H.R. 1173 
(id. at 12) by Mr. Davis of Tennessee, which embraced the so-called Silverson Plan. 
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that the bill precluded the use of life insurance as a funding medium. 
Another criticism which was rather widespread was that the bill re- 
quired membership in an organized group, such as a bar association, 
as a condition of eligibility. Also, certain Ways and Means Commit- 
tee members questioned whether the professional groups favoring 
the bill were being consistent in asking for the proposed legislation 
in the light of their reluctance up to that time to be brought under 
social security. 

During the hearing, the groups sponsoring the bill offered an 
amended draft, which anticipated a number of the objections made 
at the hearings. With some further changes this redraft of the bill 
was introduced on June 27, 1952, as H.R. 8390 (Keogh) and H.R. 
8391 (Reed). Among the changes made were the following: (1) indi- 
viduals who were covered under employee pension plans were com- 
pletely excluded because of the alleged administrative difficulty of 
computing the portion of the amounts paid into such funds which 
were attributable to each employee; (2) in an effort at least par- 
tially to appease the insurance companies, it was provided that the 
retirement funds could be invested in so-called restricted retirement 
annuity contracts as well as in retirement trusts; (3) a limitation 
of $150,000 was placed on the amount which could be deducted over 
a person’s lifetime; (4) a five-year carryover of unused deductions 
was provided; (5) the provision requiring the retirement trusts to 
be sponsored by an organized group was eliminated; (6) the invest- 
ment provisions were broadened to allow the trustee to invest in 
anything permitted by the trust indenture, to the extent allowed by 
local law; (7) persons 55 years of age or over at the time of the bill’s 
enactment were to be allowed to increase their allowable deduction 
by one per cent of their earned net income or $750, whichever was 
smaller, for each year of age over 55 and not over 75; (8) the earliest 
date on which distributions could be made was changed from age 60 
to age 65, to conform with the retirement age under social security 
and under most employee pension plans; and (9) persons under 
qualified pension plans who were both employed persons and self- 
employed persons were not to be disqualified from availing them- 
selves of the benefits of the bill if 75 per cent or more of their earned 
net income was derived from a trade or business. 

No action was taken by the Ways and Means Committee on either 
the original or amended bill during the second session of the 82d 
Congress. However, during the 1952 Presidential campaign the pro- 
ponents of the bill took much encouragement in the fact that the 
Democratic Platform contained a plank which the chairman of the 




















1958] TAX EQUALITY FOR PRIVATE PENSION PLANS 63 


Resolutions Committee later construed as supporting the principle 
of the Keogh-Reed Bill; ** also by the fact that Candidate Hisen- 
hower issued a press statement saying in effect that the self-em- 
ployed should be allowed a tax deduction to enable them to build up 
their own retirement fund out of their own earnings.” 


A New Name: Tue Jenxins-Keocu Bru 


In January, 1953, at the opening of the 83d Congress, Representa- 
tive Jenkins succeeded Representative Reed as the Republican spon- 
sor of the bill, the latter having become chairman of the Ways and 
Means Committee. The Jenkins Bill was designated H.R. 10 and the 
Keogh Bill H.R. 11, and the twin measures thereafter became known 
as the Jenkins-Keogh Bill. No change was made from the prior draft 
of the bill. 

On August 12, 1953, in connection with the general hearings on 
revenue revision, further testimony was heard in support of the 
measure.”* Again, however, the Committee on Ways and Means 
failed to take action on the bill. 


Tue Ray Bru 


During 1954 an unsuccessful effort was made to have the Jenkins- 
Keogh Bill incorporated in an omnibus tax measure then before 
Congress. Also, during that period Governor Dewey of New York 
became interested in the objective of the bill but felt that a more 
modest approach would have to be made in order to secure legisla- 
tive approval. Accordingly, he caused a modified bill to be prepared 
and induced several Republican Congressmen from New York to 
co-sponsor it in the House of Representatives. These bills were origi- 
nally introduced on June 21, 1954 as H.R. 9616 to 9624, inclusive. 

On June 30, 1954, Congressman Ray, the chief Congressional 
spokesman for the group, introduced an amended form of the bill, 
H.R. 9754, correcting certain errors in the original draft. The so- 
called Ray Bill would have extended its coverage to all taxpayers, 
even those under qualified pension plans. For taxpayers generally, 
the deductible limits were fixed at five per cent of ‘‘earned adjusted 
gross income,’’ with a ceiling of $1,000 for the first taxable year 
beginning after December 31, 1954, $2,000 for the second taxable 


25 Letter from Hon. John W. McCormack to Hon. Eugene J. Keogh, dated Aug. 5, 1952, 
99 Cona. Rec. A904 (1953). 

26 Issued Oct. 24, 1952. 

27 Hearings before the Committee on Ways and Means on General Revenue Revision, 
83d Cong., 1st Sess, 1814-1921 (1953). 
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year, and $3,000 for the third and succeeding taxable years. The bill 
provided that those covered under qualified employee pension plans 
could exclude up to two and one-half per cent of earned income, with 
a ceiling of $500 for the first year, $1,000 for the second year, and 
$1,500 for subsequent years. Persons over 50 years of age were to be 
permitted to increase their allowable deduction by one-fifth for each 
year of age over 50 and not over 70. The effort made by Governor 
Dewey to have the Ray Bill incorporated in the then pending tax 
legislation also failed.*® 


Tue 1955 Hearines 


The next Congressional hearing on the bill was held in June, 1955.” 
The bills as reintroduced at the opening of the 84th Congress now 
carried the numbers H.R. 9 (Jenkins) and H.R. 10 (Keogh). Certain 
technical changes were made in the form of the bill, it being neces- 
sary to integrate its provisions with the recently enacted Internal 
Revenue Code of 1954. 

The most significant development at the 1955 hearings was the 
changed attitude of the Treasury Department then headed by Secre- 
tary Humphrey. While continuing to oppose any tax reductions in 
view of the existing budgetary situation, the Treasury Department 
for the first time conceded that the existing law gave a definite tax 
advantage to persons covered under qualified pensions plans and 
therefore discriminated against self-employed individuals and em- 
ployees not covered under such plans in respect of the opportunities 
to secure retirement income. The Department expressed the view, 
however, that on balance it might be better to limit the benefits of 
any new provision to self-employed individuals, adding: *° 

... Employees at least potentially may benefit from qualified pension plans 
established by their employers. Questions as to whether their employers estab- 
lish plans, and whether they as individuals have vested rights under such 
plans as are established, might be viewed as matters to be resolved along 
with other conditions of employment. Tax relief seems most clearly indicated 


28 The Ray Bill was reintroduced at the opening of the 84th Congress as H.R. 2092. 

29 Hearings before the Committee on Ways and Means on H.R. 10, 84th Cong., 1st Sess, 1 
(1955). 

30 Id. at 10. The Department’s report on the bill noted that if its provisions were con- 
firmed to the self-employed, the probable revenue loss would be reduced from $1 billion an- 
nually to $275 million, based on the assumption that eligible persons would use approxi- 
mately one-third of their potential maximum benefits. If the pensionless employed were 
also covered, the revenue loss would be $1 billion annually, assuming participation ranged 
from 15 per cent of their potential for persons with incomes under $3,000 to two-thirds of 
their potential for persons with incomes over $25,000. Id. at 13. 
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for self-employed individuals who do not have even potential tax benefits 
under existing law in providing themselves with retirement income. 


Secretary Humphrey stated that he would be sympathetic to a 
limited form of special allowance ‘‘ when tax relief is possible in the 
future,’’ ** and through an assistant indicated that ‘‘the simplest 
way to give self-employed individuals a tax status comparable to 
that afforded employees who are covered by qualified pension plans 
would be through the allowance of a tax exclusion for amounts paid 
into restricted funds or otherwise committed to the provision of 
retirement incomes.’’ *” 

The life insurance companies again criticized the bill for its failure 
to include life insurance policies as a funding medium, pointing out 
that their use was permissible under qualified pension plans.** They 
conceded, however, that there should be no exclusion for the portion 
of the premium representing the cost of life insurance protection. 

Sponsors of the bill were somewhat amazed by the opposition 
testimony of a representative of so-called ‘‘big business’’ who ap- 
peared at the hearing. Speaking for the National Association of 
Manufacturers, the witness referred to the bill as ‘‘another tax 
gadget’’ which, by seeking special relief, avoided what he called 
‘‘the real issue,’’ namely, excessive rates of surtax in the upper and 
middle brackets, and said that the bill’s enactment would postpone 
the time when that issue would be met.** 


81 Hearings, note 29 supra, at 6. 

82 Id at 9 (Statement of the Assistant to the Secretary, Laurens Williams). Thus, the 
mechanics set up by the Jenkins-Keogh Bill appeared to meet generally with the Treasury 
Department’s approval. However, opposition was expressed to granting persons in middle 
life a higher than normal deduction. While acknowledging the logic of this provision, the 
Department stated that it would increase the revenue cost and create discrimination against 
those who have already retired. Further, it was suggested that consideration be given to 
limiting the benefits of the bill ‘‘to ages below that at which people are required to begin 
to convert their savings for retirement into taxable retirement income.’’ Id. at 12. With 
respect to funding, the Treasury Department stated that it would be desirable ‘‘to per- 
mit investment of the savings eligible for the exclusions in a fairly broad range of invest- 
ments.’’ Id. at 11. The Treasury also recommended that penalties be placed on the with- 
drawal of funds before age 65, even where required by illness or financial emergency 
(ibid.), and that withdrawals be required to commence in any case not later than age 70. 
Id. at 12. In addition, opposition was expressed to giving capital gain treatment to lump- 
sum withdrawals, despite the fact that this is provided for under qualified plans. The Treas- 
ury indicated, however, that it would not oppose some form of averaging. Ibid. 

88 Hearings, note 29 supra, at 275. 

84 On cross-examination it was brought out that the witness, while opposing tax-favored 
pensions for others, was himself the beneficiary of both a pension and profit-sharing plan 
of his corporation. Members of the committee failed to take advantage of the opportunity 
to call to his attention the fact that general tax reduction, while welcome to all taxpayers, 
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FavoraBLte Action sy House ComMMITTEE 





Following the 1955 hearings, Representative Keogh succeeded for 
the first time in securing a favorable vote in the Ways and Means 
Committee. On July 19, 1955, by a majority of 16 to 8, the members 
agreed to include a modified form of the bill in the Omnibus Tax 
Bill ® then under consideration. Certain amendments were offered 
by Mr. Keogh which undoubtedly helped to bring about the favor- 
able vote. They effected the following changes: (a) the bill was con- 
fined to self-employed persons; (b) life insurance policies were per- 
mitted to be used as a funding medium, except that no deduction 
would be allowed for the portion of the premium attributable to the 
cost of insurance protection as such; and (c) custodian accounts 
were also included as a permissible funding medium, with the allow- 
able investments in such case broadened to include stocks or securi- 
ties in any publicly-held corporation.* 

Another committee member, Representative Byrnes of Wiscon- 
sin, offered two further amendments which also were agreed to, one 
reducing the dollar limit on annual exclusions from $7,500 to $5,000, 


would not remove the discrimination against the self-employed and the pensionless em- 
ployed in the matter of retirement benefits. 

Although not in direct answer to the foregoing line of testimony, Dr. Frank G. Dickinson, 
economist for the American Medical Association, offered a proposal during the hearings 
which served to emphasize that all the proponents of the bill were seeking was equality 
with those covered under qualified employee pension plans. Hearings, note 29 supra, at 
80-88. He suggested for consideration an amendment to the bill which would eliminate 
any reference to arbitrary deductible amounts and substitute therefor a table of allow- 
able deductible amounts in terms of dollars, to be determined by the Secretary of the 
Treasury after study of the operation of existing qualified pension plans for the previous 
five-year period. Such deductible amounts would be based on the actual dollar amounts 
contributed annually by employers under qualified pension plans, arranged in six age 
groups, with six income levels in each group. The idea was that after the Secretary made 
his study of existing private pension plans and prepared the required tables, a person 
would determine his deductible amount, by reference to such table in accordance with his 
age and salary brackets, and would have the satisfaction of knowing that he was being 
allowed the same tax deferment with respect to funds which he would put aside for his 
own retirement as was being extended to persons of the same age and salary under quali- 
fied private pension plans. 

At the same hearing, the United States Chamber of Commerce filed a statement oppos- 
ing the bill in its existing form on the ground that it excluded persons under qualified 
employee pension plans, some of whom might receive only small monthly benefits there- 
under. Id. at 153. 

85 This was to be a single bill embracing various individual and unrelated tax measures 
in which committee members had an interest. 

36 The amendment provided that a corporation was to be deemed to be publicly held 
unless ten or fewer stockholders owned more than 50 per cent either of the total combined 
voting power, or of the total value, of all classes of stock of the corporation. 
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and the other reducing the aggregate lifetime exclusions from 
$150,000 to $100,000. These amendments also helped to secure the 
favorable vote on the bill in committee. 

The victory which the proponents of the bill thus achieved was 
short-lived. The Ways and Means Committee never completed its 
work on the Omnibus Tax Bill prior to the adjournment of the first 
session of the 84th Congress and, as a result, it was not reported out 
of the committee.** Hence, the favorable vote of the committee on 
the amended Jenkins—Keogh proposal came to naught. 

In view of the Ways and Means Committee’s tentative approval 
of the modified bill, the proponents decided henceforth to press for 
action on the measure in the amended form. However, it was recog- 
nized that further technical changes would be required by reason of 
the inclusion of life insurance as a funding medium, since under 
most state laws life insurance policies must have cash surrender 
privileges. Thus it appeared that it would be necessary to amend 
the bill either to provide that life insurance policies be held by a 
trustee to prevent any take-down of the proceeds before age 65, or 
a general take-down provision would have to be included in the bill 
which would be equally applicable to trusteed funds and custodian 
accounts.** It was recognized, however, that if a take-down privilege 
were to be included in the bill, there should be some penalty for dis- 
tributions prior to age 65 were the bill to keep its essential character 
as a retirement measure and not become a mere income-averaging 
device.*® 


37 The Ways and Means Committee also took no further action on the proposed Omnibus 
Tax Bill during the second session of the 84th Congress. 

38 One of the considerations which led the proponents to favor the latter approach was 
that it would make the bill more available to younger persons, who otherwise might be re- 
luctant to tie up their retirement funds irrevocably until age 65 in view of the possible 
need to draw on them for emergency purposes. It was felt that by encouraging the younger 
group to participate the allegation could no longer be made that the bill would be taken 
advantage of principally by middle and upper bracket individuals. 

39 On the other hand, it was also recognized that in most instances there would be an 
automatic penalty if the funds were taken down in a lump sum, since they would fall into 
the taxpayer’s highest surtax brackets. Consideration therefore was given to requiring 
the taxpayer to pay a tax on an early distribution of his funds which would be equivalent 
to the tax benefit derived from the deductions when taken, plus interest. However, this 
was believed to be administratively impracticable since it might require an examination 
of prior returns for as much as 20 y2ars or more. It was thought that rough justice would 
prevail if the taxpayer were required to treat the early distribution as having been re- 
ceived ratably over the taxable year and the four previous years and then were required 
to pay a specified penalty on the tax thus computed. In this me there would be both a 
ceiling and a penalty for take-downs prior to age 65. 
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Tue Britisy ‘‘ Jenxrns—-Keocn’’ Bru 


On April 17, 1956 the British Chancellor of the Exchequer, Harold 
Macmillan, in presenting the Budget to the House of Commons, put 
into effect a counterpart of the Jenkins-Keogh Bill based on recom- 
mendations made in 1954 by the so-called Millard Tucker Committee 
and later approved with certain modifications in the report of the 
Royal Commission on the Taxation of Profits and Income.* The 
British plan was said by the Chancellor to give the self-employed 
and the pensionless-employed ‘‘a measure of fiscal justice.’’ It ap- 
plies to all persons except those engaged in a ‘‘ pensionable office or 
employment’’ in connection with which there is a ‘‘sponsored super- 
annuation scheme.’’ * 

Eligible persons are allowed a deduction for income tax purposes 
of up to the lesser of ten per cent of ‘‘relevant earnings’’ ** and £750 
(approximately $2,100) with respect to amounts voluntarily put 
aside for their retirement.** In the case of persons born in 1915 or 
earlier, the allowable deduction is increased one-tenth for each two 
years of age over 40 and not over 50, determined as of 1956. Contri- 
butions in any year in excess of the allowable deduction may be car- 
ried forward and treated as having been paid in the following year 
or years until exhausted. The funds may be accumulated either 
through the purchase from an approved insurer of non-commutable, 
non-assignable annuities or by contributions to an approved trust 
scheme.** In any case, however, distributions can be made only in 
the form of lifetime annuities,* with or without survivorship bene- 


40 The plan is embraced in The Finance Act, 1956, 4 & 5 Exiz. 2, ¢. 54, pt. III. The Tucker 
Committee was appointed in 1950 by a prior Chancellor to study the need for relief for the 
self-employed in respect of private pensions. For a general discussion of the British plan, 
see Kent, The British Finance Act, 1956, 35 TAxEs 219, 222 (1957). 

41 Persons having income from both pensionable and non-pensionable sources are, how- 
ever, eligible for participation to the extent of their non-pensionable earnings. See note 43 
infra. 

42 In general, earnings from an office or employment, other than a pensionable office or 
employment, or from a trade, vocation, or profession. 

483 In the case of a person with income from both pensionable and non-pensionable sources, 
the pound limit on his deduction is reduced by one-tenth of his pensionable emoluments 
for the taxable year. 

44 The trust scheme must be established for the benefit of individuals engaged in or con- 
nected with a particular occupation or one or other of a group of occupations. Income 
tax exemption is granted to the trust. If no such trust scheme is established by a repre- 
sentative body the individual can only avail himself of the annuity-funding method. 

45 Except in case of death, in which case there can be a lump-sum repayment of premiums 
with interest. 

















1958] TAX EQUALITY FOR PRIVATE PENSION PLANS 69 


fits, but cannot commence before age 60 “* and must commence not 
later than age 70. 

Proponents of the Jenkins-Keogh Bill were quick to publicize the 
British measure and call for the enactment of similar legislation in 
this country. 


Orner 1956 DEvELOPMENTS 


Meanwhile, in the summer of 1956 the House Ways and Means 
Committee held public hearings on bills to increase the employer 
and employee contributions under the Railroad Retirement Act in 
order to finance the increased benefits provided under a companion 
bill then pending before the House Interstate Commerce Commit- 
tee.*7 However, at the instance of the railway labor groups, the rate 
bill also provided for the exclusion from each employee’s gross in- 
come of the amount of his own contribution to the Railroad Retire- 
ment Fund. This, of course, would have meant that those covered 
under the Railroad Retirement Act would not only receive their 
benefits tax-free but would also get a deduction for their own con- 
tribution into the fund. The Treasury Department naturally op- 
posed the bill, pointing out that no such tax treatment was given to 
social security taxes or to employee contributions under public or 
private retirement systems.** 

Following the hearings, a majority of the Ways and Means Com- 
mittee voted to approve the bill giving the railroad employees a tax 
deduction for the amount of their contributions. However, the sup- 
porters of the Jenkins-Keogh Bill in the committee then secured the 
adoption of a further amendment, tacking on that measure as a 
‘trider.’’ Similarly, another group within the committee procured 
the adoption of a further amendment giving employees covered un- 
der private pension plans the right to deduct their own contributions 
for income tax purposes. The bill thus became so laden down with 


46 The Commissioners of Inland Revenue are authorized to make an exception in case 
of disability. Also, if the individual’s occupation is one in which persons customarily retire 
before age 60, the Commissioners may permit an annuity to commence not earlier than 
age 50. 

47 Hearings before the Committee on Ways and Means on H.R. 10578 and 11764, 84th 
Cong., 2d Sess. 1 (1956). 

48 The hearings had been called on such short notice that there was no opportunity for 
the groups sponsoring the Jenkins-Keogh Bill to present testimony on the bill, but a brief 
statement was filed with the committee in behalf of several of the groups, stating that ‘‘it 
is inconceivable that such additional benefits would be granted to an employee group with- 
out at long last giving recognition to the plight of the more than 10 million pensionless 
self-employed.’ Hearings, note 47 supra, at 53. ; 
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amendments that it could not muster sufficient votes to report it out 
of the committee. Proponents of the Jenkins-Keogh Bill looked upon 
this skirmish with apprehension, since it portended the possible in- 
ability in the future to have the measure considered separately and 
on its own merits. 

Upon his election as President of the American Bar Association 
in the late summer of 1956, David Maxwell included the enactment 
of the Jenkins-Keogh Bill as one of the principal goals to be achieved 
during his administration. He immediately set up an Advisory Com- 
mittee to the Association’s Committee on Retirement Benefits and 
charged it with perfecting the bill from a drafting standpoint.* At 
the same time, he arranged to set up ‘‘grass roots’’ committees of 
lawyers in every community to stir up interest in the bill among 
the legal profession and other self-employed groups and to work for 
its enactment.” 

As a result of the Advisory Committee’s efforts, the bill was re- 
vised to conform generally with the changes tentatively adopted by 
the Ways and Means Committee. Many other alterations were made 
which were technical in nature, and some policy changes also were 
included. The new Jenkins-Keogh measure, bearing the same bill 
numbers as in the prior Congress, 7.e., H.R. 9 and H.R. 10, was intro- 
duced January 3, 1957, at the opening of the 85th Congress. 





Tae Jenxrins-Krocu Buu or 1957 


The 1957 bill limited its coverage to self-employed persons. They 
were defined as those persons who are subject to the self-employ- 
ment tax imposed under the Social Security Act or who would be 
subject to such tax but for the exemptions thereunder in favor of 
doctors of medicine, ministers of the gospel, etc.®' The bill com- 
pletely excluded from coverage any self-employed person who was 


49 The writer was designated chairman of this committee. The other members were 
Thomas N. Tarleau, Mark H. Johnson, Clifford L. Porter, and Leon L. Rice. 

50 Early in 1957 the American Bar Association arranged the formation of the American 
Thrift Assembly of Ten Million Self Employed, composed of representatives of the various 
professional and other self-employed groups supporting the bill. The American Thrift 
Assembly set up ‘‘ grass roots’’ committees of all the self-employed to further the cam- 
paign in support of the bill. F. Joseph Donohoe, of Washington, D. C., present chairman 
of the Special Committee on Retirement Benefits of the American Bar Association, is 
chairman of the group. 

51 The Treasury Department in an unpublished report to the Ways and Means Committee 
on the 1957 bill, dated July 2, 1957, stated that since the purpose of the bill is to grant 
relief with respect to retirement income, ‘‘it would seem preferable to confine the deduc- 
tions to those who are covered by the basic retirement program provided by the social secu- 
rity system.’’ 
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also an employed person, if during the taxable year he received a 
payment under, or in respect of whom during the taxable year a con- 
tribution was made or treated as having been made under, or who 
during the taxable year or any prior taxable year received a distri- 
bution of his interest in, a qualified pension, profit-sharing or stock 
bonus plan of an employer, or a pension plan set up by the United 
States or any agency or territory thereof, the District of Columbia, 
any state or political subdivision or instrumentality thereof, or any 
organization described in subsection (¢)(3) of section 501, 1.e., tax- 
exempt charitable, etc. organization.” 

In keeping with the change relating to coverage, and as a mat- 
ter of simplicity of administration, the deductible amounts under 
the 1957 bill were geared to ‘‘net earnings from self-employment 
income’’** rather than ‘‘earned net income,’’ as under previous 
drafts.* 


52 Under the prior draft of the bill, a self-employed person who was also an employed 
person covered under a qualified pension plan would not have been disqualified from receiv- 
ing the benefits of the bill if more than 75 per cent of his earned net income was derived 
from a trade or business carried on by him or by a partnership of which he was a member. 
This provision was intended to prevent disqualification of a person, such as a doctor, who 
was a part-time employee of a corporation which had a qualified pension plan under which 
he was a participant, but whose major income came from the private practice of his pro- 
fession. It was dropped by the Advisory Committee in drafting the 1957 bill, because some 
members felt there was no logical ground for giving self-employed persons coverage both 
under the bill and under qualified employee plans and, at the same time, disqualifying all 
other persons under qualified employee plans, no matter how inadequately they were pro- 
vided for thereunder. 

In this connection it is significant that the Treasury Department, in recommending in 
1955 that the bill be confined to the self-employed, stated that some rule should be pro- 
vided for individuals who were both self-employed and employed by others: ‘‘ We believe 
that it would be fair to permit people who receive earned income both from employment 
and from self-employment activities to receive the retirement income benefits which would 
go with their two sources of earnings. We suggest, however, to minimize administrative 
work, that the deduction for individual retirement funds should be confined to people whose 
self-employment incomes amount to some appreciable fraction, perhaps 10 or 20 per cent of 
their total earned income.’’ Hearings, note 29 supra, at 11. 

It appears to the writer that it would be still simpler of administration if any person 
who qualified as a self-employed person were permitted to take advantage of the bill, re- 
gardless of the ratio of his self-employment income to his earned income as an employee 
and regardless of his present or previous coverage under a qualified employee pension or 
profit-sharing plan. If the ratio were small, he would receive little benefit from the bill, 
while if it were large, say, more than 50 per cent, he would be more a self-employed person 
than an employee in any event. Thus, it would seem logical to eliminate from the bill the 
provision disqualifying employed persons, presently or previously receiving benefits, or 
currently having contributions made in their behalf under governmental or private em- 
ployee pension plans. 

53 As defined for social security purposes under section 1402(a) (1954), but determined 
without regard to paragraphs (4) and (5) of section 1402(c), which exclude doctors of 
medicine, ministers, etc. 

54 This change has been criticized by the Treasury Department on the ground that it 
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As one of the technical improvements, the deductible amount was 
changed from an exclusion from gross income to a deduction, with 
the annual limits retained at the lower of ten per cent of self-employ- 
ment income and $5,000, and with a lifetime ceiling of twenty times 
the maximum annual dollar limit, i.e., $100,000. The age limit for 
those entitled to a stepped-up annual rate was lowered to 50 years 
instead of 55, but was cut off at age 70 instead of 75. Such persons 
would receive an increase in the annual deductible amount of one- 
tenth for each year of age over 50 and not over age 70 at the time of 
the bill’s enactment.” 

The 1957 bill continued the privilige of a carryover of unused 
deductions for a period of five years. The effect was to allow the 
unused deduction in any year to increase the deductible amount dur- 
ing the five subsequent years until exhausted, but with $5,000 the 
over-all limit on total deductions in any year.” 

The allowable deduction under the 1957 bill is in terms of amounts 
paid as so-called ‘‘retirement deposits,’? which were defined as 
amounts paid into a restricted retirement fund or as premiums un- 
der a restricted retirement policy. Amounts paid within a limited 
period after the close of a taxable year could, at the election of the 
taxpayer, be treated as having been made on the last day of the tax- 
able year.” 

A ‘‘restricted retirement fund’’ was defined under the 1957 bill 
as a trust fund or custodian account established under a retirement 
plan for self-employed individuals.** The funds could be either indi- 


would allow deductions to be based on income attributable to capital. See unpublished re- 
port, supra note 51. 

55 Thus, in the case of a person aged 55, the annual limits would be the lower of 15 per 
cent of self-employment income and $7,500. 

56 The theory is that if a person for one reason or another is not able to contribute to 
the fund during a particular year, he should be allowed to catch up in the following years, 
but with some maximum limit on total deductions in any year. This provision would obvi- 
ously increase administrative problems under the bill. See unpublished report, supra note 51. 
The Treasury Department has objected to it on two grounds: (1) that it would make it 
possible for some participants to pick high tax years for making investments in order to 
maximize the tax-savings resulting from the deduction, and (2) that it would establish an 
undesirable precedent for carryovers of other deductions. 

57 The bill fixes the period at four and one-half months after the close of the taxable year. 
This was an inadvertent error. The bill should have read ‘‘ three and one-half months.’’ 

58 The 1957 bill exempted a trusteed restricted retirement fund from income tax in the 
same manner as an employee pension plan qualified under section 401 (1954). Thus it would 
automatically become subject to the ‘‘ prohibited transaction’’ provisions of section 503 
(1954) and the unrelated business income provisions of section 511 (1954). The inclusion 
of custodian accounts as an investment medium presented a problem in providing for the 
exemption of their earnings from tax, since they are not a separate entity as is a trust. The 
problem was solved, or at least attempted to be solved, by providing that a custodian ac- 
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vidual or group, and a bank (as defined in the Code) was required 
to be the trustee or custodian. The plan had to provide for the dis- 
tribution of the retirement fund to the member or members com- 
mencing not later than age 72 ® and had to preclude the assignment 
of a participant’s interest, except his right to designate benefici- 
aries in the event of his death or to direct the transfer of his interest 
to another trust or custodian account constituting a restricted re- 
tirement plan. 

‘‘Restricted retirement policies’’ were defined in the 1957 bill as 
annuity, endowment or life insurance contracts, or a combination 
thereof, other than term insurance contracts, issued by a life insur- 
ance company on the life of an individual who during the taxable 
year is a self-employed individual.” As in the case of restricted re- 
tirement funds, the policy had to be non-assignable, except as to the 
individual’s right to designate beneficiaries or a joint annuitant. 
Both newly issued and existing policies were made eligible for use 
as a funding medium." However, the portion of the premium attrib- 
utable to the cost of life insurance protection was not to be deduct- 
ible as a retirement deposit. 

The 1957 bill made a considerable change over prior drafts with 
regard to the permissible investments under a restricted retirement 
fund. In view of the general feeling (concurred in by the Treasury 
Department) that it was desirable to have a liberal investment 
policy under the bill, the American Bar Association Advisory Com- 


count meeting the requirements of proposed section 401 (1954), relating to restricted re- 
tirement funds, should be treated as if it were an organization separate and apart from 
the member or members participating in the retirement plan under which it is established. 

59 The 1957 bill as drawn required the distribution of the funds ‘‘not later than age 
72.’? The word ‘‘commencing’’ was inadvertently omitted from the beginning of this 
phrase. This provision was inserted with a view to meeting the Treasury Department’s con- 
cern that without a mandatory date for the commencement of distributions, the retirement 
funds might be used by some for the sole purpose of passing the funds on to their estates. 
The Treasury’s recommendation was that age 70 be fixed as the commencement date. See 
unpublished report, supra note 51. 

60 The latter must have complete ownership of the policy; he must notify the insurance 
company of his intention to deduct premiums thereon under the bill; and he must have had 
the policy endorsed as a ‘‘ Restricted Retirement Policy.’’ 

61 The bill imposes upon insurance companies the duty of filing such returns with respect 
to restricted policies as may be required by regulations. A similar requirement is imposed 
upon banks acting as trustees or custodians of restricted retirement funds. 

62 The Treasury Department in its 1957 report on the bill criticized the use of life insur- 
ance, on the grounds that this would result in granting deductions for a substantial amount 
of income that is not primarily invested for retirement purposes and that administrative 
problems would be incurred in segregating the deductible portion of premiums, The pro- 
ponents of the bill felt that the use of life insurance would make the bill more available 
to those whose only form of retirement savings is the money they invest in endowment 
policies. 
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mittee included a provision permitting the trustee or custodian to 
invest and reinvest the funds (a) in stock or securities listed on a 
recognized exchange ; * (b) in bonds and other evidences of indebt- 
edness issued by the United States, or any state, territory, or the 
District of Columbia, or instrumentalities thereof; and (c) in stock 
in a regulated investment company meeting the requirements of sec- 
tion 851 of the Code.™ 

Unlike previous drafts of the bill, the 1957 Jenkins-Keogh meas- 
ure allowed the retirement funds to be withdrawn prior to age 65 
as well as after that date, but with differing tax consequences in each 
case. It was contemplated, however, that distributions would, in any 
event, begin by age 72.% 

All distributions, whether before or after age 65, were to be in- 
cludible in gross income for the taxable year in which received.™ In 


63 Other than stock or securities in a corporation in which a member of the plan owns, 
or there is attributable to him under the family attribution rules of section 318(a) (1) 
(1954), more than ten per cent of the voting stock. 

64 In some respects this new investment provision was more liberal than those in prior 
drafts of the bill, and in other respects it was less liberal. In the writer’s opinion it is in 
need of further revision. By permitting investments in any stock listed on a recognized 
exchange, the 1957 bill would appear to permit investments in the most speculative type 
of security. At the same time, however, it automatically precluded investment in bank 
shares (since they are not listed on a regular exchange), although such shares are ordi- 
narily regarded as a sound and conservative investment. In the case of trusteed funds it 
is, of course, possible that a bank, as trustee, would refuse to permit investments in secu- 
rities which are highly speculative. However, in the case of custodian accounts, where the 
bank seemingly would have no legal responsibility for the choice of investments, the funds 
could easily be frittered away through improvident selection of stocks. Some doubtless 
would say that since the individual would be using his own money, he should be free to 
invest it in any way he chooses. On the other hand, it is arguable that since income tax 
on the contributions would be deferred as a means of assisting the individual to build up 
a retirement fund, the Treasury Department has a proper interest in seeing that the fund is 
preserved, not only to assure ultimate collection of the deferred income tax thereon, but to 
effectuate the underlying purpose of the bill. 

65 See note 59 supra. 

66 The 1957 bill includes as a distribution under a restricted retirement policy any of the 
following events: the borrowing or advance to the insured of any part of the cash value 
of the policy, other than a borrowing or advance solely to pay a premium on the policy 
in an amount not in excess of one annual premium, which borrowing or advance is repaid 
in full within 12 months; it is further provided that if in any taxable year a non-forfeiture 
option, other than to receive reduced paid-up insurance, becomes operative as to any re- 
stricted retirement policy, an amount equal to the cash surrender value shall be treated as 
having been paid to the insured in such year. These provisions do not apply in the case 
of exercise by the insured of rights with respect to any cash, loan, or non-forfeiture value 
solely to the extent it had accrued under any such policy prior to the time it became a 
restricted retirement policy under proposed section 217(b). 

67 In order to prevent the participant from taking down his funds in a loss year, thereby 
depriving the Treasury Department of income tax thereon, it was provided that the tax- 
able income of the recipient for the year of distribution shall be deemed to be not less than 
the aggregate amounts distributed to the participant during the year under all his re- 
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the case of distributions prior to age 65, special treatment was given 
for the purpose of mitigating the effect of the amounts falling into 
the individual’s highest surtax brackets and, at the same time, of 
discouraging early withdrawals. Thus the 1957 bill provided that in 
the case of early distributions, the tax attributable to the inclusion 
of the distribution in gross income shall be 110 per cent of the aggre- 
gate amount of the taxes which would have been payable had such 
amount been included in the recipient’s gross income ratably over 
the taxable year and the four taxable years immediately preceding 
(or such lesser number of years in which retirement deposits were 
made).** 

Distributions after age 65 were to be taxed at regular income tax 
rates as and when received, except in the case of lump-sum distri- 
butions * where the fund has been accumulated over at least five 
taxable years. As to the latter, the tax attributable to the lump-sum 
distribution was not to be greater than five times the increase in tax 
resulting from the inclusion in gross income of one-fifth of the dis- 
tribution.” 

Where the interest of a self-employed person in a restricted re- 
tirement fund or under a restricted retirement policy becomes pay- 
able to his beneficiary upon his death, it was treated under the 1957 
bill as income in respect of a decedent for purposes of section 691. 
The effect was to subject the participant’s interest to both estate 


stricted retirement policies and restricted retirement funds, minus the amount of any de- 
ductions allowed by section 151 (1954), relating to deductions for personal exemptions. 

68 In its unpublished report on the 1957 bill (supra note 51), the Treasury Department 
criticized this provision as not providing an effective penalty to discourage withdrawals 
before retirement age, thereby permitting people with fluctuating incomes to use the plan 
for averaging their incomes rather than for retirement purposes. This criticism raises the 
issue of how steep the penalty should be. As previously indicated, the fairest thing to do 
would be to require the taxpayer to pay currently the amount of his tax-savings on his prior 
deductions, plus interest or some penalty, but this is administratively impracticable. Some 
arbitrary maximum and minimum must necessarily be imposed. One possible alternative 
might be to provide that the tax attributable to the inclusion of the distributions in gross 
income should not be less than 25 per cent nor more than the average of the taxpayer’s 
highest bracket rates during a specified number of prior taxable years. 

69 The earlier drafts of the bill had provided for capital gain treatment in the case of 
lump-sum distributions where the fund had been accumulated over more than five years. 
This treatment was substantially in accord with that given to lump-sum distributions. 
under qualified pension and profit-sharing plans on termination of service. However, it was. 
objected to both by members of the Ways and Means Committee and by the Treasury 
Department. 

70 In its unpublished report to the House Ways and Means Committee (supra note 51), 
the Treasury Department objected to this substitute provision on the ground that it might 
be possible for married couples over age 65 to withdraw a lump sum of close to $20,000 
without payment of any tax. No alternative method of taxation was proposed by the 
Department. 
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tax and income tax, but to allow a credit against the income tax for 
the amount of the estate tax attributable to the participant’s undis- 
tributed interest. In this respect the bill provided less favorable 
treatment than qualified employee pension plans.” 





Tue Canadian ‘‘JENKINS-KeEocH’’ Bru 


While Congress took no action on the Jenkins-Keogh Bill during 
1957, a significant development occurred during the year in that 
Canada followed Great Britain in adopting legislation allowing a 
tax deduction to individuals for amounts voluntarily set aside for 
retirement purposes.” The Canadian Plan, called the Registered 
Retirement Savings Plan, was put forward by the Finance Minister 
on March 14, 1957 and was the culmination of ten years of effort 
by professional groups to secure equality of tax treatment with re- 
spect to private pensions. 

In Canada, all persons having earned income are entitled to the 
benefits of the Act. The self-employed and the pensionless employed 
are permitted an income tax deduction up to the lesser of ten per 
cent of earned income and $2,500 for amounts paid as premiums 
under a Registered Retirement Savings Plan.” Those covered by 
qualified employee pension plans may deduct only the difference be- 
tween their own contributions under such employer-sponsored plans 
and an amount equal to the lesser of ten per cent of their earned 
income and $1,500.* ; 

There are three permissible forms of investment: (1) life annuity 
policies purchased from licensed insurers; * (2) savings or invest- 
ment contracts providing for the payment of a fixed or determinable 
amount at maturity ; or (3) corporate trusts.” In the event invest- 


71 Annuities or other payments receivable by a beneficiary under a qualified employees 
pension plan are exempt from estate tax. I.R.C. § 2039(¢) (1954). 

72 Income Tax Act, 1957, 5 & 6 Exiz. 2, c. 29, § 79B. For a general discussion of the 
Canadian plan, see Eaton (Assistant Deputy Finance Minister), Registered Retirement 
Savings Plans, V Can. Tax J. 179 (1957). 

73 There is no provision under the Canadian law for a carryover of unused deductions 
or of amounts contributed in excess of allowable deductions. Nor is a higher deduction 
allowed for persons over a specified age. 

74 Under Canadian law, employees participating in a qualified contributory pension plan 
may deduct their own contributions up to $1,500 per annum. Income Tax Act, CAN. REv. 
Srar. c. 148, §11(1) (g) (1952). 

75 Existing policies may be qualified for registration if amended to meet the statutory 
requirements. Life insurance may also be used as an investment medium to the extent of 
the savings element. 

76 Must be purchased from a corporation authorized under Canadian law to issue such 
contracts; includes investment certificates. 

77 The trustee must be a corporation resident in Canada. It has been said that ‘‘the 
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ment contracts or corporate trusts are used, the funds must ulti- 
mately be applied for the purpose of providing the individual at 
maturity with an annuity for life. The contributions must be ‘‘locked 
in,’’ that is, there can be no borrowing, no assignment, and no cash 
surrender value. Withdrawals, however, may begin at any time and, 
in any event, must commence not later than age 71. Since such with- 
drawals must be in the form of equal annual installments for life, 
lump-sum payments are not permissible except in case of the death 
of a participant before retirement. The annuity policy may be in 
joint and survivor form with the insured’s spouse as co-beneficiary 
and may have a guaranteed period of not more than 15 years.” 

Distributions under a Registered Retirement Savings Plan are 
taxed at regular income tax rates as and when received. Death bene- 
fits are subject to a flat tax of 15 per cent. 

While, as has been indicated, the participant’s funds are ‘‘frozen’’ 
until the predetermined maturity date, the Canadian law contem- 
plates the possibility that some participants may find it necessary 
or desirable to withdraw their retirement savings before maturity. 
Thus, provision is made in the statute that in the event a participant 
arranges to have the qualifying provisions of his policy cancelled 
so that it no longer is eligible for registration, any distributions 
after de-registration which constitute the payment of accumulated 
savings ™ will be taxed at regular income tax rates, subject to with- 
holding at the source at the rate of 25 per cent (which constitutes 
the minimum tax payable). If the contract were to be amended to 
provide for a lump-sum distribution, there would be an automatic 
penalty by reason of the fact that the amount would be taxed at the 
individual’s highest bracket rates. 

The Canadian plan clearly is something more than a measure to 
remove a discrimination against the self-employed and the pension- 


management and investment of these funds will be governed by the providence and wisdom 
of the persons receiving them and, of course, the general laws under which they operate.’’ 
Eaton, supra note 72, at 181. 

78 In the case of policies issued before March 14, 1957 the maximum period may be 20 
years. 

79 Where a particular plan provides only an annuity at maturity and a benefit at death 
before maturity not exceeding the return of premiums with interest and dividends, the 
entire premium qualifies as a savings premium. The savings portion of the premium under 
other plans is determined by deducting from the total premium (a) premiums charged for 
disability, accidental death, and other additional benefits; (b) premiums charged for addi- 
tional mortality risk, and (¢) a non-participating gross level term insurance premium pay- 
able to the policy anniversary nearest age 65 or to the prior maturity of the policy calcu- 
lated on the basis of standard mortality as being sufficient to cover the excess of the death 
benefit provided by the contract over the savings fund being accumulated. 
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less employed in the matter of retirement pensions. As the Assistant 
Deputy Finance Minister has well said: *° 


The new legislation opens up income spreading as a new positive policy of 
general application. It is available to everybody. 


Tue New Zeatanp PLAN 


Although not as comprehensive or as significant as the English 
and Canadian plans, New Zealand adopted during 1957 certain 
changes in its income tax law designed to give limited tax relief 
to self-employed persons with regard to their savings for old age 
retirement. The Minister of Finance in his Budget statement stated 
that it was proposed ‘‘to extend to business and professional per- 
sons employed on their own account the income tax exemption at 
present available to employees of firms with staff superannuation 
schemes approved by the Commissioner of Inland Revenue.’’ * 

The writer has been unable as yet to ascertain the precise details 
of the New Zealand program.” Under prior law it appears that a 
tax deduction of the lesser of 15 per cent of ‘‘assessable income’”’ 
and £175 (approximately $490) was allowed to taxpayers for pre- 
miums on life insurance policies and employee contributions to ap- 
proved pension plans. The recently enacted legislation is said to 
allow the self-employed a total deduction of £250 (approximately 
$700) for life insurance premiums and contributions to approved 
superannuation schemes for the self-employed. If he has already 
used his existing deduction for life insurance premiums up to the 
limit of 15 per cent of assessable income or £175, whichever is the 
lesser, a self-employed person will have a further allowance of £75 
for his contributions to a retirement plan. On the other hand, if the 
percentage limitation brings his allowable insurance deduction be- 
low £175, say, to £120, he can deduct his retirement fund contribu- 
tions in an amount equal to the difference between the latter figure 
and £250. 

It is understood that the Commissioner of Inland Revenue will 
not require each occupational group to operate its own superannua- 
tion scheme but will approve standard schemes to be submitted by 
life insurance companies and the National Provident Fund. Bene- 


80 Eaton, supra note 72, at 180. 

81 Financial Statement by Hon. J. T. Watts, Minister of Finance, July 25, 1957. 

82 Such information as is given concerning the New Zealand plan is based solely upon 
articles appearing in New Zealand Commerce, Dee. 16, 1957, p. 17, and in CommeERceE J. 33 
(Dee.—Jan, 1957-1958). 
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fits will be payable only in the form of annuities (with or without 
survivorship privileges) commencing not earlier than age 60. 


1958 LecisLativE AcTION 


On January 24 of this year, in connection with the general hearings 
on tax revision, the House Ways and Means Committee heard fur- 
ther testimony in support of the Jenkins-Keogh Bill, principally by 
representatives of the American Thrift Assembly, an organization 
formed to coordinate the efforts of the various professional and 
other self-employed groups supporting the bill.** Other witnesses 
appearing on other matters also took occasion to indicate their ap- 
proval of the measure. The Committee took no immediate action on 
the bill following the hearings. 

A new source of support developed when the Senate Small Busi- 
ness Committee, through its chairman Senator Sparkman, presented 
that Committee’s report * of its findings and recommendations, 
accompanied by a bill (S. 3194) carrying out those recommenda- 
tions.® Section 3 of the bill, headed ‘‘ Voluntary Retirement Plans,’’ 
incorporated the provisions of the Jenkins-Keogh Bill with two fun- 
damental changes: (1) it extended the coverage to the pensionless 
employed as well as to the self-employed, and (2) it limited the de- 
ductible amount to the lesser of ten per cent of the individual’s 
adjusted gross income * and $1,000.*" 


83 For further reference to this organization, see note 50 supra. 

84 §.Rep. No. 1237, 85th Cong., 2d Sess. (1958). 

85 The co-sponsors of the bill are Senators Thye, Humphrey, Morse, Bible, Proxmire, 
Saltonstall, Goldwater, Kuchel, Javits, Hoblitzell, Yarborough, Payne, Ives, Flanders, 
Watkins, and Allott. In support of its recommendations, the Small Business Committee 
took note of the favored tax treatment presently extended to persons under qualified pen- 
sion and profit-sharing plans and said that ‘‘it is wrong that most taxpayers are discrimi- 
nated against by not being permitted equally advantageous tax treatment.’’ Supra note 84, 
at 10. The Committee went on to say that it did not consider revenue loss a controlling 
factor ‘‘ because what is fair for one group of taxpayers should not be denied to the rest,’’ 
adding that ‘‘this can be said even more forcefully when it is shown what consequences 
flow from favoritism in the present law.’’ Supra note 84, at 11. 

86 The Jenkins-Keogh Bill deduction is in terms of net earnings from self-employment. 

87 While the proponents of the Jenkins-Keogh Bill welcomed the Senate Small Business 
Committee’s support for the principle of the bill, they were disappointed in the $1,000 
annual limitation proposed to be placed on deductions, having in mind the relatively small 
amount of monthly retirement benefits that an annual contribution of this amount would 
produce as compared with the benefits payable under most company-financed employee 
pension plans. According to insurance underwriters, $1,000 invested annually for twenty 
years by a person aged 45 will produce a capital sum of $29,269 at age 65, using a three 
and one-half per cent interest factor. This amount would buy a no-refund annuity of $193 
per month ($180 per month with a guaranty of ten years certain). While such an annuity 
would be equal to 23 per cent of salary at the $10,000 income level, it would be only eight 
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When the House Ways and Means Committee later in the year gave 
consideration to the Administration’s Small Business Tax Revision 
Bill (which did not contain a provision comparable to section 3 of 
the Senate bill), there was some thought that Congressman Keogh 
might offer his bill as an amendment. It appears, however, that he 
was induced not to do so by a promise from the Committee chairman 
that the Jenkins-Keogh Bill would be permitted to be brought up 
for a separate vote. This occurred on July 22, when the Committee, 
by a majority of 18 to 7, ordered the Jenkins-Keogh Bill favorably 
reported in somewhat amended form.** As so amended, the bill was 
passed by the House on July 29, 1958 on a voice vote under suspen- 
sion of the rules (which required at least a two-thirds majority). 
However, due to the last minute rush toward adjournment, the bill 
was not acted upon by the Senate and hence failed of enactment. 

As reported to and passed by the House, the bill contained a num- 
ber of changes in the draft introduced in 1957, the most important of 
which were the following: (1) the annual deductible limit was re- 
duced to the lower of ten per cent of net earnings from self-employ- 
ment and $2,500, with a lifetime limit of $50,000; (2) the use of cus- 
todian accounts as an investment medium was eliminated, but a pro- 
vision was added allowing investments in face-amount certificates 
(as defined in section 2(a)(15) of the Investment Company Act of 
1940) ; (3) pay-out of the funds was required to begin by age 70 and 
to be completed by age 80.*° : 


per cent of salary at the $30,000 level, and so on. A person aged 55 who invests $1,000 
per year until age 65 will accumulate a capital sum of only $12,142, which will buy him a 
no-refund annuity of only $80 per month ($74 with a guaranty of ten years certain). At 
the $10,000 level, this would be only nine per cent of salary, and at the $30,000 level only 
three per cent. If the purpose of section 3 of the Sparkman Bill is to eliminate the present 
discrimination against the self-employed and the pensionless employed, it falls far short 
of that goal, in the opinion of the writer. 

88 The bill was estimated by the committee to involve a possible revenue loss of 
$360,000,000 per annum. H.R. Rep. No. 2277, 85th Cong., 2d Sess. (1958). 

89 Other changes included the following: (1) instead of being disqualified from partici- 
pation, persons who had previously received distributions of employer contributions under 
a qualified employee pension, profit-sharing or stock bonus plan, or who had acquired vested 
rights to employer contributions under such a plan were merely required to reduce their 
lifetime exemption limit by one-twentieth for each year of such individual’s service to 
which his rights under the plan were attributable; (2) no deduction to be allowable after 
age 70; (3) classification as a ‘‘ prohibited transaction’’ any property transaction between 
a restricted retirement fund and one of the participating members or any failure to return 
to a member any contribution in excess of the amount deductible by him; (4) restricted 
retirement trusts precluded from purchasing any insurance policy providing life insurance 
protection; (5) where restricted retirement fund engages in prohibited transaction with a 
particular member or a member knowingly contributes excessive amounts to the trust, the 
member’s entire interest in the fund to become immediately taxable; (6) retirement in- 
come credit made inapplicable to distributions from restricted retirement funds or policies, 
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In the debate on the bill in the House of Representatives, a large 
number of members spoke in favor of the bill, but only one member 
spoke in opposition, namely, Representative Byrnes of Wisconsin, 
a member of the Ways and Means Committee. He objected to tax 
relief to any special group of taxpayers and also argued that the 
bill discriminated against employed persons not covered under em- 
ployee pension plans. 

Although the Senate Finance Committee took no action on the 
Jenkins-Keogh Bill, the measure was proposed by Senator Potter of 
Michigan as an amendment to the House-passed Technical Amend- 
ments Bill (H.R. 8381), when the latter legislation was being con- 
sidered in the Senate. The amendment as offered by the Senator was 
in the precise form in which the bill had passed the House of Repre- 
sentatives. After considerable debate on the amendment, which in- 
cluded a number of supporting speeches and a lesser number in op- 
position, Senator Morse of Oregon proposed as a substitute for 
Senator Potter’s amendment the provisions of section 3 of the Sen- 
ate Small Business Bill, to which previous reference has been made 
herein. The Senator contended, as had Representative Byrnes in the 
House debate, that the House bill was discriminatory against the 
pensionless employed and that if the existing inequity were to be 
corrected, it should be accomplished uniformly even though the cost 
be much greater than if the bill were confined to the self-employed.” 

During the Senate debate, there was inserted in the Congressional 
Record a letter from the Treasury Department opposing the enact- 
ment of the Jenkins-Keogh Bill ‘‘in view of the large impending 
deficit.’’ While the Department (speaking through Dan Throop 
Smith, Deputy to the Secretary) again recognized the existence of 
the problem of the self-employed in regard to making provisions for 
their retirement, it expressed the view that the issue could best be 
resolved ‘‘when general tax reductions and basic reforms involving 
large tax savings can properly be considered.’’ The Department fur- 
ther contended that if relief were granted to the self-employed, such 
action would be a precedent for extending similar relief to the pen- 
sionless employed, to those inadequately covered under qualified em- 
ployee pension plans, and to those making employee contributions 
under plans set up by their employers, which it was estimated might 
cost the Treasury a total of $3,000,000,000 in revenue if all taxpayers 
took full advantage of the tax relief afforded. 

As the Senate was about to come to a vote on the Potter and Morse 


90 The estimated loss of revenue under the Morse amendment was $1,900,000,000 per 
annum, assuming it would not be fully availed of by all those entitled to its benefits. 
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amendments, Senator Kerr of Oklahoma rose to make a point of 
order against them on the ground that they were not germane to the 
Technical Amendments Bill, as required by the unanimous consent 
agreement under which amendments to that bill were being consid- 
ered. The Presiding Officer overruled the point of order, but Senator 
Kerr appealed from the decision of the Chair, and on roll call the 
Senate failed to sustain the Chair by a vote of 32 ayes to 52 nays. As 
a result, the Potter and Morse amendments were ruled out of order 
as not being germane to the bill under consideration. Thus, the 
chance for any final action on the Jenkins-Keogh Bill in 1958 died on 
a technicality in Senate procedure.” 


Quo Vapis? 


The quest for equality in private pensions has been carried on for 
some thirteen years, during the last seven of which the Jenkins- 
Keogh Bill has been the vehicle through which the supporters of the 
movement have sought to achieve ultimate victory. Since it was first 
introduced in 1951, the measure has gone through various changes 
of both form and substance, designed to secure legislative approval 
of the underlying principle of the bill on a limited basis in the face 
of the perennial obstacle of Treasury Department opposition based 
on revenue needs. A new Jenkins-Keogh Bill will most surely be in- 
troduced at the opening of the next session of Congress. 

There can be no question that ultimately legislation along the lines 
of the Jenkins-Keogh Bill will be enacted in some form. The present 
discrimination against the self-employed and the pensionless em- 
ployed seems to be generally recognized, and the question of when 
favorable legislative action finally will be taken will depend largely 
on economic and financial considerations. Clearly, the most pressing 
case can be made for the self-employed, and relief can be given to 
this group without seriously affecting the revenue. 


91 In the opinion of the writer, the Senate vote is not to be construed as a vote against 
the Jenkins-Keogh proposal on its merits. For example, Senator Bush, a member of the 
Finance Committee, who spoke against the amendments, emphasized that he was sympa- 
thetic with their objectives. His objection, he said, was based solely on the existing budget- 
ary situation and on the lack of consideration of the proposals by the Senate Finance 
Committee. Other opposition Senators also referred to the fact that the bill had come over 
from the House at the last minute with no opportunity for the Finance Committee to hold 
hearings on the measure or even consider it in executive session. The Chairman of the 
Finance Committee, Senator Byrd, had issued a statement on August 7 saying that he 
was unable to understand why the bill was held in the Ways and Means Committee for a 
year and six months after its introduction, then passed by the House on July 29, and sent 
over to the Senate just before adjournment. He also pointed out that the Treasury Depart- 
ment report on the bill was not received by the Finance Committee until August 7. 
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Sooner or later, however, the pensionless employed must also be 
brought under the bill, since those employees who are forced to pro- 
vide their own retirement are entitled to the same right of tax defer- 
ment on the portion of their earnings so used as their more fortunate 
colleagues who are provided for by their employers under qualified 
employee pension plans. The United Kingdom has shown the way 
by including both the self-employed and the pensionless employed 
under its legislation in this area. 

Eventually, as the revenues permit, those inadequately covered 
under qualified employee pension plans should be given an oppor- 
tunity to supplement such benefits by being able to participate in a 
limited way under the bill. Canada has already established the prece- 
dent by allowing such persons to come under its legislation to the 
extent that the allowable deduction thereunder exceeds the amount 
currently contributed by them under plans set up by their employers. 

The fight for tax equality in private pensions has been carried on 
for many years, and since the cause is conceded to be just, it may 
reasonably be anticipated that right ultimately will prevail. 




















Some Income Tax Problems Incident 
to the Termination of a Trust 


H. PETER SOMERS 


Miccnaiine one not familiar with the intricacies of Subchapter J of 
the Internal Revenue Code (relating to income taxation of estates, 
trusts, and beneficiaries) might assume that from a tax point of view 
the termination of a trust upon the death of the life tenant isa rela- 
tively simple matter, a closer examination of the pertinent statutory 
and regulatory provisions will reveal that such an assumption is 
hardly warranted. Indeed, in order to achieve optimum tax results, 
a careful analysis of the tax situation of both the trust and the re- 
maindermen will be necessary. 

There is, of course, an infinite variety in the dispositive pro- 
visions of trust instruments. However, for purposes of illustration 
and simplification, and unless otherwise indicated, termination prob- 
lems will be discussed in terms of a trust indenture providing for the 
payment of income for life to a beneficiary upon whose death the 
principal is to be distributed outright to a designated remainderman. 
This is perhaps the simplest as well as the most common type of 
trust. 


1. Wuen Does tHe Trust Terminate? 


The initial question to be resolved by the trustee on the death of 
the life tenant is the determination of the time at which the trust ter- 
minates for tax purposes. As will appear, the answer to this question 
is likely to involve far-reaching tax implications. 

While the trust instrument may provide for the discontinuance of 
the trust and a distribution of principal upon the death of the life 
tenant, it would, of course, be unrealistic to assume that the separate 
existence of the trust would ipso facto terminate as of that time. 
Ordinarily, the trustee will have to render final accounts, pay taxes, 
prepare a schedule of distribution, and perform the numerous other 
duties incident to the orderly liquidation of the trust. The realities 
of this situation have been recognized as a matter of trust law.’ Like- 


H. Peter Somers is a member of the Massachusetts and Pennsylvania Bars and an asso- 
ciate of Morgan, Lewis & Bockius, Philadelphia, Pennsylvania. ~ 
1 2 RESTATEMENT, TRUSTS § 344, comment a (1935). 
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wise, and in part at least, in reliance upon local law, this principle 
has been recognized for federal income tax purposes by the courts,” 
by Congress,’ and by the Commissioner.* The Regulations adopt an 
equally realistic approach. They specifically provide that a ‘‘trust 
does not automatically terminate upon the happening of the event 
by which the duration of the trust is measured,’’ ® and they go on to 
state that ‘‘if under the terms of the governing instrument, the trust 
is to terminate upon the death of the life beneficiary and the corpus 
is to be distributed to the remainderman, the trust continues after 
the death of the life beneficiary for a period reasonably necessary to 
a proper winding up of the affairs of the trust.’’ ® 

Whether the date on which a trust is terminated for federal tax 
purposes is to be ascertained by reference to state law is not entirely 
clear. In Della M. Coachman‘ the Tax Court held that a remainder- 
man was not entitled to deduct losses incurred by the trust subse- 
quent to the occurrence of the event by which its duration was under 
the terms of the governing instrument to be measured. The parties 
agreed that the question of the date of termination for tax purposes 
was to be governed by local law, and examining New York law, which 
was there applicable, the Tax Court found that under such law a 
trust continued in existence after the happening of the terminating 
event, pending distribution of the trust property.® A relatively re- 
cent Revenue Ruling likewise assumes that local law is controlling.® 
It is expressly stated in the Ruling that ‘‘a trust continues in exist- 
ence for federal income tax purposes during the period within which 
the trustee is allowed by the laws of the state in which the trust is 
being administered to distribute the assets of the trust... .’’ 1° 

On the other hand, the Committee Reports on the 1954 Code sug- 
gest a different result. While they contain no specific reference to 
the local-federal law dichotomy, the statement that termination for 


2 Swoboda v. United States, 156 F.Supp. 17 (E.D.Pa. 1957) (losses incurred by trust 
after expiration of stipulated period of existence not deductible by remainderman) ; 
Della M. Coachman, 16 T.C, 1432 (1951) (upon death of life tenant trust continues for 
federal income tax purposes pending final distribution) ; Anstes V. Agnew, 16 T.C. 1466 
(1951) (commissions paid subsequent to the life tenant’s death not deductible by re- 
mainderman) ; ef. Trust of Bingham v. Comm’r, 325 U.S. 365 (1945). 

3 §.REp. No. 1622, 83d Cong., 2d Sess. 340 (1954). 

4 Rey. Rul. 55-287, 1955-1 Cum. Butt. 130. 

5 Reg. Sec. 1.641(b)-3(b) (1956). 

6 Ibid. 

716 T.C. 1432 (1951). 

8 Cf. Leonard Marx, 47 B.T.A. 204 (1942). 

® Rev. Rul. 55-287, 1955-1 Cum. Buut. 130. 

10 Ibid. 
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income tax purposes ‘‘depends upon whether the property held in 
trust has been distributed ... rather than upon the technicality of 
whether or not the trustee has rendered his final accounting’’ ™ 
would seem to indicate that the facts of the situation, not the peculi- 
arities of local fiduciary law, govern termination. Moreover, with re- 
spect to estates, the Reports expressly state that local law is not 
controlling.’? The Regulations reflect the language of the Committee 
Reports.** 

Thus, the Committee Reports and the Regulations contain a strong 
implication that technicalities of local law relating to the termina- 
tion of trusts are to be ignored in favor of a realistic appraisal of 
the trustee’s duties in winding up the affairs of the trust. Certainly, 
a trustee will not be permitted to postpone termination solely in or- 
der to minimize taxes, even if such postponement were permissible 
under local law."* If final distribution is ‘‘unreasonably delayed,’’ 
the trust will be deemed terminated for tax purposes. Hence, upon 
the expiration of a reasonable time for completing administration, 
the trust property will be treated as being owned by the remainder- 
man, and he will be directly taxable on the income and entitled to 
the deductions without the intervention of the trust as a separate 
taxable entity.’* What constitutes ‘‘a reasonable time’’ is essentially 
a question of fact, depending upon the circumstances of the par- 
ticular case.*" 

Not only is the definition of termination important in order to de- 
termine whether income and deductions are those of the trust or are 
to be considered items directly taxable to or deductible by the re- 
mainderman, but, in addition, certainty as to the year of termina- 
tion has assumed even greater significance under section 642(h) 
providing for the use by the remainderman of loss carryovers and 
excess deductions of the trust.’* Since these tax benefits are avail- 
able to the remainderman only in the year of termination of the 
trust, a mistake as to the year in which the trust is technically ter- 
minated may result in loss of the benefits otherwise available under 


11 §.Rep. No. 1622, 83d Cong., 2d Sess. 340 (1954); H.R. Rep. No. 1337, 83d Cong., 
2d Sess. A191-2 (1954). 

12 Ibid. 

18 Reg. Sec. 1.641(b)-3(b) (1956). 

14 Leonard Marx, 47 B.T.A. 204 (1942). 

15 Reg. Sec. 1.641(b)-3(b) (1956). 

16 Reg. Sec. 1.641(b)-3(b) (1956). 

17 Stewart v. Comm’r, 196 F.2d 397 (5th Cir. 1952) (termination of estate); cf. 
Leonard Marx, 47 B.T.A. 204 (1942). x 

18 I.R.C. § 642(h) (1954). 
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section 642(h). It is in this context that the provision of the Regula- 
tions to the effect that a trust may be terminated, even though the 
trustee has withheld a reasonable amount for the satisfaction of con- 
tingent liabilities and expenses, is particularly helpful.’® This will 
enable the remainderman to take advantage of the excess deductions 
and unused loss carryovers and at the same time permit the trustee 
to protect himself by retaining sufficient assets to meet contingent 
claims against the trust. Prior to the adoption of this Regulation, 
some trustees felt that in order to assure termination for tax pur- 
poses, all assets of the trust had to be distributed. However, making 
such distribution would have left them without protection against 
the risk of claims arising after distribution. Hence, where appro- 
priate, they required the remainderman to furnish bond or deposit 
collateral, a cumbersome procedure which, happily, has been obvi- 
ated by the Regulations. 


2. TREATMENT OF INcoME ArrerR Deatu oF Lire TENANT BUT PRIOR 
To TERMINATION oF Trust FoR Tax PurRposEs 


The tax treatment of income after the death of the life tenant but 
prior to the termination of the trust for tax purposes will involve 
different considerations, depending upon whether the taxable year 
involved is or is not the final taxable year of the trust. 


A. In Taxasie Years or tHe Trust Oruer Tuan Its Fina Taxasie 
YEAR 

In the case of the administration of an estate as distinguished 
from a trust, it is clear that income received by the estate during the 
taxable year, other than the year of settlement of the estate, is, in 
the absence of any actual distribution, ordinarily not taxable to the 
beneficiary ultimately entitled to such income.”® Nevertheless, the 
Regulations provide that with respect to a trust, both ordinary in- 
come and capital gains received by the trustee during the period 
between the death of the life tenant and the termination of the trust 
for tax purposes are generally treated as amounts required to be 
distributed currently to the remainderman,” so as to be taxable to 
him, subject to the limitations inherent in the distributable net in- 


19 Reg. Sec. 1.641(b)-3(b) (1956). 

20 See, ¢.g., Comm’r v. Goldberger’s Estate, 213 F.2d 78 (3d Cir. 1954); Smith’s 
Estate v. Comm’r, 168 F.2d 431 (6th Cir. 1948) ; Horace Greeley Hill, Jr., 24 T.C. 1133 
(1955). 

21 Reg. Sec. 1.641(b)-3(c) (1956). 
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come mechanism, regardless of whether or not he actually receives 
any distribution during the taxable year.” 

Although the position adopted in this Regulation is consistent 
with a prior ruling on this point,” its validity is questionable. In- 
deed, it finds little support either in law or in logic. Theoretically, it 
would seem that no persuasive distinction can be drawn between the 
settlement or winding up of an estate and the settlement or winding 
up of a trust in determining whether or not income is currently dis- 
tributable. In either event, the basic issue is whether the income 
items involved are ‘‘required to be distributed’’ either as ‘‘income’”’ 
or as ‘‘other amounts.’’ Neither the Committee Reports nor the 
Regulations under sections 661 and 662 contain any definition of 
‘‘other amounts .. . required to be distributed’’ which would aid in 
the determination of the question whether or not income received 
by a trust during the period of liquidation, other than its final tax- 
able year, is currently distributable. However, it is specifically pro- 
vided that whether trust ‘‘income’’ is required to be distributed 
currently depends upon the terms of the governing instrument and 
applicable local law.** 

This was the test adopted with respect to the 1939 Code reference 
to income ‘‘to be distributed currently.’’ > Likewise, under the 1954 
Code the determination whether other amounts are ‘‘required to be 
distributed’’ during the taxable year should, both as a matter of 
analogy and consistency, depend upon the terms of the governing 
instrument and applicable local law. Certainly, there does not ap- 
pear to be any reason why the standard applicable to sections 661 
and 662 should differ from that governing sections 651 and 652. And 
it would seem equally certain that there is no requirement, either by 
virtue of the provisions of the usual trust instrument or under state 
law, that income and capital gains received by the trust during the 
winding-up period are required to be distributed as received. That 
a provision for the termination of the trust upon the death of the life 
tenant does not, eo instanti, cause a termination for tax purposes is 


22 The Regulations indicate that a trust, while it may have been a ‘‘simple’’ one prior 
to the occurrence of the terminating event, is to be treated as ‘‘complex’’ during its 
winding-up period. Thus, they refer to the income and capital gains received during such 
period as ‘‘amounts required to be distributed’’ under sections 661 and 662 (1954), 
even though the terms of the trust provided for the current distribution of income to 
the life tenants within the ‘‘simple’’ trust definition of section 651 (1954). Reg. Sec. 1.641 
(b)-3(¢) (1956). 

23 Rev. Rul. 54-503, 1954-2 Cum. Buu. 237. 

24§.Rep. No. 1622, 83d Cong., 2d Sess. 345 (1954). Reg. Sec. 1.651(a)-2 (1956). 

25 T.R.C. § 162(b) (1939). See, ¢.g., Mueller v. Comm’r, 236 F.2d 537 (5th Cir. 1956). 
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specifically provided in the Regulations,”* and this provision does, 
of course, contain the implied recognition that the remainderman is 
not entitled to immediate distribution. Moreover, there can be little 
doubt that under local law the remainderman entitled to succeed 
ultimately to the property of the trust upon the life tenant’s death 
can no more compel distribution of inconie pending settlement of the 
affairs of the trust than can the residuary legatee pending settle- 
ment of an estate. 

The analogy between the settlement of the affairs of an estate and 
the winding up of a trust upon the death of the life tenant was ex- 
pressly recognized in a case arising under the 1939 Code, and, ac- 
cordingly, the Court held that trust income earned during the termi- 
nation period was not taxable to the remainderman.*’ 

Perhaps the rule set forth in the Regulations was designed to dis- 
courage trustees from using the trust as an income-splitting device 
by delaying termination while in the meantime accumulating income 
for ultimate distribution to the remainderman. However, adequate 
protection against such abuse would seem to be furnished by the pro- 
vision of the Regulations that the period of liquidation cannot be 
unreasonably prolonged.”* But if there is no unreasonable delay, 
taxation of the income to the remainderman would, absent actual 
distribution, appear to be authorized neither by the statute nor by 
its legislative history. Indeed, a rule which would tax the income to 
the remainderman, though no distribution is made, may lead to re- 
sults which would be palpably unfair to the remainderman where no 
tax-avoidance motive is involved, for he would be compelled to pay 
a tax on the income, including capital gains, even though he has not 
yet received any funds with which to satisfy the tax liability thus 
imposed upon him. 

In addition, this rule would multiply the occasions on which a basic 
mechanical defect of the distributable net income device will arise 
to plague trustees and distributees. This defect will produce a seri- 
ous distortion of the over-all tax picture whenever a trust has little 
ordinary income, large capital gains which are distributable, and 
heavy expenses which are deductible. Such a situation is typical of 
the winding-up period of a trust, when it frequently becomes neces- 
sary to sell substantial blocks of securities in order to procure suf- 


26 Reg. Sec. 1.641(b)-3(b) (1956). 

27 Comm’r vy. First Trust & Deposit Co., 118 F.2d 449 (2d Cir. 1941). A contrary con- 
clusion was reached in Bryant v. Comm’r, 185 F.2d 517 (4th Cir. 1950), without, how- 
ever, a very persuasive analysis of the issues involved. The appropriate test has been 
described as what instructions a court of equity, if appealed to, would have given the 
trustee. McCrory v. Comm’r, 69 F.2d 688, 690 (5th Cir. 1934). 

28 Reg. Sec. 1.643(b)-3(b) (1956). 
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ficient cash to pay large terminal commissions, taxes, and similar 
expenses. These sales may, of course, involve the realization of siz- 
able capital gains. And treatment of these gains as currently dis- 
tributable is likely to result in a loss of a significant portion of the 
deduction for 50 per cent of the capital gains which would otherwise 
be allowable.” 

Assuming, for illustration, that a trust subsequent to the death 
of the life tenant has capital gains of $20,000, ordinary income of 
$2,000, and deductible expenses of $8,000, it would have fully tax- 
able income of $4,000, if neither the ordinary income nor the capital 
gains were deemed distributable.* On the other hand, if the ordinary 
income and the capital gains were, in accordance with the rule set 
forth in the Regulations, deemed currently distributable, the amount 
taxable to the remainderman would be $7,000. 

Perhaps this distortion could be avoided by computing the 50 per 
cent capital gain deduction allowed under section 1202 as if the en- 
tire $20,000 gain, unreduced by the deductible expenses of the trust, 
had been distributed. But such a construction would seem difficult 
to achieve in view of the fact that under section 662 the amount in- 
cludible in the remainderman’s gross income is in fact so reduced. 
In other words, since the measure of the section 1202 deduction de- 
pends upon the gross amount of capital gains, a reduction in the 
amount of capital gain deemed received by the remainderman will 
lead to a corresponding reduction in the amount of the section 1202 
deduction available to him. 

Under these circumstances, the only safe method of avoiding the 
unfavorable tax consequences produced by the treatment of income 
as currently distributable in accordance with the rule adopted in the 
Regulations would seem to be the deferral of the payment of ex- 
penses to the taxable period following that in which the gains were 
realized.*” 


29 See I.R.C. § 1202 (1954). 

30 Gross income of $22,000, reduced by deductible expenses of $8,000, leaves $14,000. 
The amount of $14,000 is further reduced by a deduction under section 1202 (1954) in 
the amount of $10,000, representing 50 per cent of the capital gain, thus leaving a net 
taxable income of $4,000. For purposes of simplification, the deduction in lieu of the 
personal exemption allowable under section 642(b) (1954) has been ignored in this and 
the following examples. 

81 Distributable net income would be $14,000, all of which would be considered capital 
gain, since the expenses would be first allocated to the ordinary income. See Reg. Secs. 
1.652(b)-3(b) and 1.662(c)-4(e) (1956). The remainderman would, therefore, be 
deemed to have received $14,000 of capital gain which, reduced by a deduction of 50 
per cent of the gain, i.e., $7,000, would leave $7,000 of fully taxable income. 

82 While the distortion discussed in the text may, of course, also occur in cases not 
involving the termination of a trust, the problem presented by it is, as previously indi- 
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It will be noted that the provision of the Regulations, stating that 
pending final distribution, income, including capital gains, is to be 
treated as required to be distributed currently, contains the qualifi- 
cation that this is so ‘‘in general.’’ ** This indicates that presumably 
there are situations in which even the Commissioner would concede 
that items of income received during the terminating period cannot 
be deemed currently distributable. But what situations would qual- 
ify for such treatment under the Regulations is left to conjecture. 

One such situation, however, may be the not uncommon one where 
the identity of the proper recipient of the trust principal is uncer- 
tain or is being litigated. In a case of this kind, treatment of the in- 
come of the trust during the period of its liquidation as currently 
distributable would give rise to troublesome practical difficulties. A 
proposed amendment to the Regulations recognizes this and for 
purposes of clarification specifically provides that in the event of a 
‘*legal dispute as to the proper distribution of the trust property 
... on termination, the income and ... capital gains ... of the trust 
... are not considered as amounts required to be distributed for the 
year in which they are received.’’ ** While the proposed amendment 
to the Regulations is a step in the right direction in so far as it limits 
the rule of current distributability during the termination period, 
a more comprehensive revision of that rule would seem preferable. 


B. Iy rae Finat Taxasie Year OF THE TRUST 


Income received by the trust during its final taxable year is treated 
as currently distributable. Since the final taxable year is, by hypoth- 


cated, especially acute in termination situations. Problems analogous to that caused by 
the loss of the section 1202 (1954) deduction may arise with respect to other income 
items, as in the case of deductions used to offset dividend income, thus resulting in a 
waste of the dividend credit allowable under section 34 (1954). See 6 MERTENS, FEDERAL 
INcoME TAXATION § 36.123, n.81 (1957). But those problems are not likely to be of any 
special significance in connection with the liquidation of a trust. 

83 Reg. Sec. 1.641(b)-3(¢) (1956). 

84 Proposed Reg. Sec. 1.641(b)-3(c) (2) (1957). The Proposed Regulation, while 
plausible, seems inconsistent with United States v. Higginson, 238 F.2d 439 (1st Cir. 
1956), holding that income which is ultimately determined to be currently distributable 
is not rendered undistributable merely because temporarily withheld by the trustees 
pending the outcome of the litigation. Applied to a termination situation, this would 
suggest that if trust income earned during the winding-up period is currently distribut- 
able, as provided by the present Regulations, the fact that the identity of the proper 
recipient is in the process of litigation cannot make it taxable to the trustee. However, 
if the court in which the litigation is brought specifically prohibits any distribution of 
income pending a final decision, such prohibition would seem to render the income clearly 
undistributable though the final decision may determine that a particular beneficiary 
was entitled to current distribution. Cf. Fidelity Trust Co. v. United States, 57-2 U.S.T.C. 
7 9850 (W.D.Pa. 1957), aff’d, 253 F.2d 407 (3d Cir. 1958). 
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esis, the year of final distribution, items of gross income received in 
the course of it enter perforce into the computation of the amount 
distributed to the remainderman. This is so both with respect to 
items of ordinary income and capital gains, even though the latter 
may be technically allocated to corpus.* The propriety of this rule 
has been questioned,** although it is conceded that it has gained 
acceptance.** In any event, by virtue of the combined effect of the 
pertinent case law, legislative history, and the applicable Regula- 
tion, the rule is so firmly entrenched that it can hardly be considered 
open to serious dispute at the present time. 

Perhaps in most cases the only difference between treatment of 
capital gains in the final taxable year as distributable or non-dis- 
tributable will be due to the different tax brackets of the trust and 
remainderman. There are, however, situations in which the rule of 
treating them as currently distributable will assume greater signifi- 
cance. Thus, where the remainderman, though not the trust, has 
available an unused capital loss carryover, the application of the 
rule is likely to improve the over-all tax picture, although even in 
the absence of this rule the same favorable result could presumably 
be achieved by distributing the gains promptly upon realization and 
prior to final distribution of the remaining assets. On the other hand, 
the rule may give rise to the loss of the benefit of the 50 per cent 
capital gain deduction allowable under section 1202 where the gains 
are reduced by deductions for expenses incurred by the trust.** For 
example, assuming that a trust has $20,000 of capital gains in its 
final taxable year and $10,000 of deductible expenses, there would 
be no income taxable to the trust, if the gains were not deemed dis- 
tributed.** On the other hand, treating the gains as distributed would 
compel the inclusion in the remainderman’s gross income of $10,000 
of capital gain which, reduced by the deduction allowable under sec- 
tion 1202, would leave $5,000 fully taxable to him, unless the provi- 
sions of section 642(h) relating to the carry-forward of excess de- 
ductions would apply.” 

85 LR.C. § 643(a) (3) (1954) ; Reg. Sees. 1.643(a)-3(a) (2) and 1.643(a)-3(d) Example 
(4) (1956) ; S.Rep. No. 1622, 83d Cong., 24 Sess. 343-344 (1954) ; H.R. Rep. No. 1336, 
83d Cong., 2d Sess. A204 (1954) ; Carlisle v. Comm’r, 165 F.2d 645 (6th Cir, 1948). 

36 Fillman, Selections from Subchapter J, 10 Tax L, REv. 453, 467, 477 (1955). 

st Id. at 467. 

88 See discussion pp. 90-91 supra. 

39 Gross income of $20,000, less deductions of $20,000 consisting of the 50 per cent 


capital gain deduction and other deductions of $10,000. 
40 See discussion pp. 96-97 infra. 
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3. TREATMENT OF DEDUCTIONS UPON TERMINATION 


The provisions of Subchapter J, in so far as they relate to the 
treatment of deductions, appear to have been profoundly influenced 
by the feeling that the wastage of deductions, if not actually sin- 
ful, is at least morally reprehensible. In the fervor of expressing 
this feeling, traditional concepts of fiduciary practice and probate 
accounting have in some instances been ignored, and as a result 
troublesome conflicts between federal income tax consequences and 
local probate law have arisen.** 

Thus, well-established principles of trust accounting were disre- 
garded in channeling the tax benefit of all deductible expenses, in- 
cluding deductions for expenses chargeable to corpus,* initially to 
the income beneficiary for fear that the tax benefit of deductions 
for corpus expenses might otherwise be lost.** But it was not long be- 
fore tax practitioners and attorneys experienced in fiduciary law 
expressed concern about the inequities, from the point of view of 
the remainderman, produced by the indiscriminate allocation of 
deductions to income beneficiaries, and there has been considerable 
pressure for a statutory revision designed to achieve a more equi- 
table allocation of deductions. However, apart from the fact that 
such revision is of primary interest to the remainderman entitled 
to the trust corpus upon termination of the trust, the problems in- 
volved are not peculiar to the winding-up period of the trust. 

In so far as termination situations are concerned, the wastage of 
deductions was, prior to the adoption of the 1954 Code, perhaps most 
painfully apparent in cases where deductions for sizable expenses 
incurred in connection with the settlement of the affairs of a trust 
became available in its final taxable year and exceeded its gross in- 
come during that period. To the extent of such excess, these deduc- 
tions were lost, for since the expenses were not incurred by the re- 
mainderman, he could not deduct them even though in most instances 
it was he who would bear the ultimate economic burden of the ex- 
penditures from which the deductions were derived.** Capital losses 
of the trust incurred in its final year likewise could not be carried 
over to the remainderman.** 


41 See, ¢.g., Rice Trust, 6 Fid. Rep. 225 (Orphans’ Court, Montgomery Co. Pa. 1956). 

42 T.R.C. § 643(a) (1954). 

43 See Holland, Kennedy, Surrey, and Warren, A Proposed Revision of the Federal 
Income Tax Treatment of Trust and Estates—American Law Institute Draft, 53 CoLuM. 
L. REv. 316, 323-328 (1953). 

44 See, e.g., Anstes V. Agnew, 16 T.C. 1466 (1951) ; Estate of James B. Drew, 30 T.C. 
No. 30 (1958). 

45 Della M. Coachman, 16 T.C. 1432 (1951). 
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If deductions were to be preserved, this was one of the principal 
areas demanding legislative revision, and a sympathetic Congress 
accordingly enacted section 642(h).** This section provides in sub- 
stance that if on termination the trust is entitled to a net operating 
or a capital loss carryover or to deductions in excess of its gross in- 
come for the final year, the carryover or excess deductions shall be 
allowed to the beneficiaries succeeding to the property of the trust. 
This rule is subject to the exception that the deductions in lieu of the 
personal exemption ** and for charitable contributions ** cannot be 
taken into account in computing the excess deductions. 

While the statutory language adequately states the general prin- 
ciple of preserving deductions for the benefit of the remainderman, 
the details of its implementation involve a good many uncertainties. 
Some of these are dispelled by the Regulations.*® Thus, termination 
for purposes of section 642(h) is defined by reference to the provi- 
sions of the Regulations, previously discussed, which state that a 
trust does not terminate ipso facto upon the death of the life tenant 
but rather continues until final distribution.” 

The number of years for which a net operating or capital loss 
carryover of the trust survives in the hands of the remainderman 
is a matter on which the statute sheds little light. Here again, the 
Regulations fill in the gap by providing that in computing the num- 
ber of years for which such a carryover will be available to the re- 
mainderman, the final year of the trust and the taxable year of the 
remainderman with or within which such final year ends are to be 
treated as two separate years for this purpose.” As for the ‘‘bene- 
ficiaries succeeding to the property of the ... trust’’ in whose favor 
the statute operates, they are defined as those who bear the economic 
burden of the excess losses and deductions.™ 

In other areas of uncertainty, however, the Regulations provide 


46 I.R.C. § 642(h) (1954). 

47 T.R.C. § 642(b) (1954). 

48 ILR.C. § 642(¢) (1954). 

49 Section 642(h) specifically provides that excess deductions shall be allowed ‘‘in 
accordance with Regulations prescribed by the Secretary or his delegate.’’ 

50 See discussion pp. 86-88 supra. 

51 Reg. Sees. 1.642(h)—1(a) and 1.641(b)-3(b) (1956). 

52 Reg. Sec. 1.642(h)-1(b) (1956). Consistently applied, treatment of the final taxable 
year of the trust and the remainderman’s taxable year with or within which the final 
year of the trust ends as two years for carryover purposes would seem to transform a 
section 1231 (1954) loss incurred by a trust in its final taxable year, in which it earned 
no income of any kind, into a fully deductible loss in the hands of the remainderman, 
even though he may be continuing the business in which the trust was engaged and have 
section 1231 gains in the same year within which the trust terminated. 

53 Reg. Sec. 1.642(h)-3(a) (1956). 
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little guidance. The question whether deductions having special tax 
attributes retain their character in the hands of the remainderman 
is treated very cursorily. Although it is specifically provided that 
net operating loss carryovers and capital loss carryovers under sec- 
tion 642(h)(1) ‘‘are the same”’ in his hands as they were in the 
hands of the trustee and hence are taken into account in determin- 
ing the remainderman’s adjusted gross income as well as his taxable 
income,” a net operating loss carryover is to be treated as an excess 
deduction under section 642(h)(2) if the final taxable year of the 
trust is also the last year of the life of the carryover, and in that 
event, is not permitted to enter into the computation of the remain- 
derman’s adjusted gross income.™ 

What happens when the last year of the life of a capital loss carry- 
over coincides with the final taxable year of the trust is a question 
which is ignored by the Regulations. On analogy to the treatment 
of net operating loss carryovers, it would seem that the capital loss 
carryover might properly be treated as an excess deduction under 
section 642(h)(2) to the extent of $1,000. As for any excess of the 
carryover over $1,000, the trustee would probably be well advised 
to take offsetting gains prior to termination, if possible, so as to 
preserve the benefit of the carryover in the form of a stepped-up 
basis for the assets to be distributed to the remainderman. 

But it is not only with respect to the treatment of capital loss 
carryovers under these circumstances that the Regulations are si- 
lent. Equal silence prevails as to the effect, if any, of the shift of 
other deductions from the trust to the remainderman upon their tax 
attributes. Thus, the question may arise whether the 50 per cent capi- 
tal gain deduction to which a trust may be entitled under section 
1202, but which is not directly available to the remainderman be- 
cause the amount of capital gain deemed received by him is less than 
that earned by the trust, will nevertheless become allowable to him 
indirectly under section 642(h). Suppose, for example, that in its 
final year a trust has capital gains of $12,000 and deductible expenses 
of $8,000. The remainderman would be deemed to have received a 
distribution consisting of capital gains in the amount of $4,000. The 
trust would be entitled to total deductions of $16,000 if the distribu- 
tion deduction is taken into account.5’ This amount would exceed its 


54 Reg. Sec. 1.642(h)-1(b) (1956). 

55 Reg. Sec. 1.642(h)-2(b) (1956). 

56 Reg. Sec. 1.642(h)-2(a) (1956). 

57 Expense deduction of $8,000, plus a section 1202 (1954) deduction of $4,000, plus 
a distribution deduction in the amount of $4,000. 
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gross income by $4,000, and under a literal reading of the statute 
this excess would become allowable as a deduction by the remainder- 
man. And there would seem to be no reason to construe the statute 
differently, in view of its underlying policy of preserving the full 
benefit of allowable deductions in termination situations. 

More difficult to resolve are the problems which may arise if the 
deductions allowable to the trust have a special statutory character. 
For example, deductions for soil or water conservation expenditures 
are limited to 25 per cent of the gross income from farming.®* The 
deductibility of such expenditures by a trust in its final taxable year 
would be determined by reference to its gross income, and any ex- 
cess deductions, including those derived from such expenditures, 
would be allowable to the remainderman under section 642(h) re- 
gardless of his income, if any, from farming.” 

In the foregoing example, the special tax characteristic of the 
deduction did not carry over from the trust to the remainderman. 
However, in other cases the extent to which a particular deduction 
is allowable may be determined by the tax position of the remainder- 
man rather than that of the trust. Thus, if a trust has a net capital 
loss of $1,000 or less in a year other than the year of termination, it 
is a fully deductible item.® But in the year of termination, such a 
loss would be carried forward to the remainderman as a capital loss 
carryover and hence would not be fully deductible unless the re- 
mainderman has no capital gains or no other capital losses.™ 

A final problem under section 642(h) relates to its integration 
with the separate share rule.** Under the Regulations, the separate 
share rule may become operative upon the death of a life tenant so 
as to require separate distributable net income computations for the 
purpose of determining the amounts taxable to the decedent and the 
remainderman, respectively.“ Assuming that the separate share 
rule does apply, if the trust terminates for tax purposes in the same 
year in which the life tenant dies and the deductible termination ex- 
penses exceed the distributable net income as computed for the re- 
mainderman but are less than the entire income of the trust, the 
question would arise whether the excess should be applied to reduce 
the amount taxable to the income beneficiary, whether it should be 
permitted to go to waste, or whether it should be carried forward to 


58 I.R.C. § 175 (1954). 

59 See Rev. Rul. 58-191, 1958 Int. Rev. Buu. No. 18, at 11. 
60 I.R.C. § 1211(b) (1954). 

61 Reg. Sec. 1.642 (h)—5 Example (d) (1956). 

62 See I.R.C. § 663(c) (1954). 

63 Reg. Sec. 1.663(¢)-3(e) (1956). 
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the remainderman under section 642(h). Clearly, the last alternative 
is the one most consistent with separate share treatment of income 
beneficiary and remainderman, but it may be difficult to achieve, in 
view of the express limitation of the separate share rule to the deter- 
mination of the ‘‘amount of distributable net income in the applica- 
tion of sections 661 and 662.’’ * 

On the other hand, the statute permits the carryover of deductions 
‘*in excess of gross income,’’ © and assuming that distributable net 
income as computed for the deceased life tenant is not reduced by 
the deductions in excess of the remainderman’s distributable net 
income, the deductions allowable to the trust, including the distribu- 
tion deduction, would in fact exceed its gross income. Such excess 
would, therefore, seem to qualify as a carryover to the remainder- 
man by virtue of section 642(h) (2). To illustrate this point, assume 
that a life tenant of a calendar year trust dies on June 30, by which 
date the trust has earned and distributed to the decedent net income 
in the amount of $10,000. During the remainder of the year it earns 
an additional $10,000 and incurs termination expenses in the amount 
of $15,000. Final distribution is made prior to December 31 of the 
same year. Applying the separate share rule, distributable net in- 
come for the deceased life tenant’s share would be $10,000, while for 
the remainderman’s share it would be zero. Unless the operation of 
the separate share rule is to be frustrated under these circumstances, 
$10,000 would have to be included in the decedent’s gross income for 
his final year and total deductions, including a distribution deduc- 
tion of $10,000, allowable to the trust would exceed its gross income 
by $5,000. This amount should therefore be available to the remain- 
derman as an offset against his income from other sources. 

The Regulations, however, specifically provide that the separate 
share rule does not ‘‘permit the treatment of separate shares as 
separate trusts for purposes of ... [t]he allowance to beneficiaries 
succeeding to the trust property of excess deductions and unused net 
operating loss and capital loss carryovers on termination of the 
trust under section 642(h).’’ But though the language of this Regu- 
lation is broad, it was probably designed to preclude the application 
of the separate share rule in the case of partial terminations rather 
than in situations where the trust is completely terminated. Unless 
the Regulation is so construed, it might produce a wastage of excess 
deductions in the type of situation in which section 642(h) was in- 


64 LR.C. § 663(¢) (1954). 
65 I.R.C, § 642(h) (2) (1954). 
66 Reg. Sec. 1.663(¢)-1(b) (1956). 
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tended to furnish relief, i.e., since the application of the separate 
share rule is not elective,®* deductions in excess of the remainder- 
man’s share of income could not be used to offset the income allo- 
cable to the deceased life tenant and hence would be lost except to 
the extent that they exceed the entire gross income of the trust. 


4. TaxasBLe Years or Trust AnD BENEFICIARIES 


While it is likely that in the majority of cases the trust and its 
beneficiary will have the same taxable year, this identity of the tax- 
reporting periods is apt to be disrupted upon the death of the life 
tenant whose final taxable ‘‘year’’ will end with his death, and the 
problem of ascertaining the trust’s taxable year with respect to 
which the life tenant’s final income report is to be computed must 
be resolved. The provisions of the Code fail to shed any light on this 
problem. They merely state that where the taxable years of the trust 
and the beneficiary differ, the amount of the beneficiary’s income 
shall be based upon the trust’s income ‘‘for any taxable year or 
years of the trust ending within or with his taxable year.’’ ® 

But if a life tenant and a trust have identical taxable years and 
the life tenant dies, there will be no taxable year of the trust which 
ends within or with the deceased life tenant’s final year, unless he 
happens to die on December 31. Similarly, where the taxable years 
of the trust and the life tenant, while alive, are not identical, the 
provisions of the Code fail to supply any rules for computing the 
amount of trust income includible in his final return upon his death. 
Here again, the problem is avoided only if the beneficiary happens 
to die on the last day of the taxable year of the trust. 

An attempt has been made to remedy the statutory omission by 
administrative action. The Regulations adopt the rule that upon the 
death of a life tenant, the amount of trust income includible in the 
gross income for his final taxable period is determined by reference 
to the distributable net income for the taxable year of the trust 
within which he died.® There is no specific statutory authority for 


67 Reg. Sec. 1.663(¢)—-1(d) (1956). 

68 ILR.C. §§ 652(c) and 662(c) (1954). 

69 Reg. Secs. 1.652(c)-2 and 1.662(c)-2 (1956). Only the amount actually distributed 
to a cash basis life tenant prior to his death is reportable by him. Undistributed income 
to which he is entitled, but which is in fact paid to his estate, is taxable to the estate 
as income in respect of a decedent. Ibid. It is perhaps arguable that all of the income 
of a simple trust, including income accrued but not distributed prior to the life tenant’s 
death, is taxable to him on the theory that it was required to be distributed currently. 
However, while such income is no doubt required to be distributed during the taxable 
year of the trust, there is not likely to be any requirement that it be distributed as 
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the view expressed in the Regulations. Indeed, to the extent that the 
statute furnishes any guidance in this area, it would seem to suggest 
that no part of the income distributable to the deceased income bene- 
ficiary for the period between the close of the last taxable year of the 
trust prior to his death and the close of the decedent’s final taxable 
period, 7.e., the date of his death, is taxable to the decedent, no matter 
whether in fact paid to him or not, since the trust’s taxable year for 
this period does not end within the decedent’s final year. Of course, 
this does not necessarily mean that the income would escape tax 
entirely. Rather it would presumably be taxable to the deceased 
beneficiary’s estate as income in respect of a decedent for the tax- 
able year of the estate within or with which the taxable year of the 
trust ends.” 

Whether the rule set forth in the Regulations or the one suggested 
above is more advantageous tax-wise depends upon the facts of the 
particular case. The principal objection to the approach adopted in 
the Regulations is that it may result in income-bunching in the de- 
cedent’s final return where the trust and the life tenant have differ- 
ent taxable years. Trust income for a maximum period of 23 months 
may thus be included in the decedent’s final return. For example, if 
the trust’s taxable year ended on January 31, and a calendar year 
life tenant died on December 31 of the same year, the Regulations 
would compel the inclusion in his final return of the trust income for 
the trust’s taxable year ending on January 31, as well as the trust 
income to the extent actually distributed to him, for the period from 
January 31 to the date of his death, 7.e., December 31. 

The alternative view previously suggested would shift the income 
for the period between the close of the most recent taxable year of 
the trust and the date of decedent’s death from the decedent to his 
estate as income in respect of a decedent. The amount of the deduc- 
tion allowable to the estate under section 691(¢) would be properly 
measurable by the full amount of the income thus reported by it, 
including amounts actually distributed to the life tenant prior to his 
death.” 

While this alternative would prevent income-bunching by shifting 
income from the decedent’s final return to the estate, it is apt to 


earned. Hence, the treatment under the Regulations of accrued but undistributed income 
as income in respect of a decedent required to be distributed to the decedent’s estate 
does not seem improper. 

70 See Greenberger, Death of a Beneficiary—‘‘ Different Taxable Years’’ Rule, 94 
Trusts & Estates 704 (1955). 

71 This is the result reached by the Regulations in the closely analogous partnership 
situation. Reg. Sec. 1.753-1(b), (¢) (1956). 
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increase the total tax burden where the decedent would have been 
in a lower bracket than the estate. For example, if the decedent was 
married and both he and his spouse were over 65 years old, he would 
have been entitled to personal exemptions for himself and his wife 
in the amount of $2,400,” whereas the estate is entitled to an exemp- 
tion of only $600.* Moreover, a surviving spouse could have filed a 
joint return for the final period,” a privilege which is available with 
respect to an estate only under closely circumscribed conditions.” 
On the other hand, an estate enjoys income-splitting opportunities 
which are not available to an individual taxpayer. Thus, an estate 
can split its income by selecting a suitable taxable year or through 
judicious distributions of income or of income-producing assets. 
Although it is perhaps unlikely that the rule adopted in the Regu- 
lations will result in any very severe hardship in the majority of 
cases, it may in some instances produce an unfair result, such as 
bunching 23 months’ income in a deceased life tenant’s final return. 


5. APPLICATION OF THE SEPARATE SHARE RULE UPON THE DEATH OF THE 
Lire Tenant 


As indicated above, when a life tenant dies, any distributions which 
he received from the trust prior to his death are, under the Regula- 
tions, to be reported in Lis final return.”* The amount taxable and the 
character of the income received are determined by reference to the 
distributable net income for the taxable year of the trust within 
which the life tenant died.” 

The trust’s distributable net income for the year of death is no 
doubt the proper one upon which to base the necessary calculations ; 
but computations so made might, without more, produce distortions 
from the point of view of trust accounting. The basic difficulty is that 
the deceased life tenant would in many instances share in the benefit 
of the deductions for termination expenses, the economic burden of 
which is borne by the remainderman, as they are generally charge- 
able against corpus under local law. Indeed, if income is not deemed 
currently distributable to the remainderman ® and no distribution 
is actually made to him during the taxable year of the trust within 


72 T.R.C. § 151 (1954). 

73 LR.C. § 642(b) (1954). 

74 T.R.C. § 6013(a) (1954). 

75 LLR.C. § 2 (1954). 

76 Reg. Secs. 1.652(c)-2 and 1.662(c)-2 (1956). 
17 Ibid. 

78 But see Reg. Sec. 1.643(b)-3 (1956). 
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which the life tenant died, these deductions would be apt to inure to 
the exclusive benefit of the deceased life tenant.” 

Some relief in situations of this kind may, however, be provided 
by the Regulations which state that the separate share rule may 
apply to successive as well as concurrent interests,” although as a 
matter of statutory construction, the applicability of the separate 
share rule to a life interest followed by a remainder appears ques- 
tionable. The statute provides that ‘‘in the case of a single trust 
having more than one beneficiary, substantially separate and inde- 
pendent shares of different beneficiaries in the trust shall be treated 
as separate trusts.’’ *' The reference to ‘‘separate trusts’’ would 
seem to exclude separate share treatment for a life interest and a re- 
mainder, for it is difficult to conceive of a remainder, which vests in 
possession only upon termination of the trust, as a ‘‘separate trust.’’ 
Moreover, it seems fairly plain that the separate share rule was 
neither designed ** nor intended * to apply to successive interests. 

The example given in the Regulations to illustrate the applica- 
bility of the separate share rule to successive interests involves a 
case in which the deceased life tenant would, in the absence of the 
separate share rule, be taxed on income earned subsequent to his 
death. The situation contemplated is one where the life tenant prior 
to his death received in addition to current income a corpus distri- 
bution, which would, for tax purposes, attract a portion of the post 
mortem income unless the separate share rule were applied.** How- 
ever, the language used in the example and in the explanatory por- 
tion of the Regulation clearly also covers situations where the prob- 
lem is one of allocating deductions rather than income. So applied, 
the over-all impact of the Regulation would no doubt have the effect 
of producing a closer correlation between trust accounting and tax 
consequences, but it might also result in the loss of any tax benefit 
from deductions in many cases, particularly since the application 


79 An analogous problem exists where during years prior to the death of the life 
tenant, deductions for expenses chargeable against corpus reduce the distributable net 
income of the trust and hence the amount of income taxable to him, although there are 
in the same year items of gross income, ¢.g., capital gains, which are allocable to corpus 
and the tax on which is charged to corpus. The tax benefit of these deductions would 
thus be reaped by the life tenant rather than by the remainderman who bore the burden 
of the expenses and who, under local law, would be entitled to the benefit of the deduc- 
tions for them. 

80 Reg. Sec. 1.663(¢)-3(e) (1956). 

81 I.R.C, § 663(c) (1954). 

82 ALI Frep. Income Tax Strat. § X827(d) and Comment (Feb. 1954 Draft). 

83 See S.REP. No. 1622, 83d Cong., 2d Sess, 355 (1954). 

84 Reg. Sec. 1.663(¢)-3(e) Example (1956). 
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of the separate share rule, if warranted by the facts, is mandatory 
under the Regulations.® 

Thus, in the case of a simple trust providing for the distribution 
of income to the life tenant with a remainder over on the life tenant’s 
death, the application of the separate share rule upon termination 
may result in a wastage of deductions which might not have occurred 
had the separate share rule not been applied. Suppose, for example, 
that the life tenant dies on June 30, at which time net income of 
$10,000 has been earned and distributed to him.** During the remain- 
der of the year, additional income of $10,000 is earned and termina- 
tion charges of $15,000 are incurred, but no distribution to the re- 
mainderman is made until the following year. Applying the separate 
share rule, the life tenant would be taxable in full on the $10,000 re- 
ceived by him and the remainderman would not be charged with any 
tax, since the deductions allocable to his share exceed his income by 
$5,000. This excess $5,000 deduction would, however, be wasted. On 
the other hand, had the separate share rule not been applied, the ex- 
cess deduction would have served to reduce the amount taxable to 
the life tenant; otherwise the results would have been unchanged. 
The remainderman’s interest would not have borne any portion of 
the tax burden, for even if the amount of post mortem income were 
deemed distributable to him,** it could hardly be treated as an 
amount of trust income required to be distributed currently, and 
hence it would fall into the second tier and thus escape tax.** 

If, however, in the foregoing example, the trust had actually ter- 
minated for tax purposes in the same year in which the life tenant 
died, the excess deduction might qualify for a carryover to the re- 
mainderman under section 642(h).* 

In more complex situations the operation of the separate share 
rule upon termination may avoid inequities which would otherwise 


85 Reg. Sec. 1.663(c¢)—-1(d) (1956). 

86 In practice it is unlikely that all of the income to which the deceased life tenant is 
entitled will have been distributed to him prior to his death. The undistributed income 
would be treated as income in respect of a decedent payable to his estate. Reg. Sec. 
1.662(¢)-2 (1956). Hence, assuming that the separate share rule is applicable, there 
should perhaps be three separate shares—one for the decedent, one for his estate, and 
one for the remainderman—if the theory underlying the extension of the separate share 
rule to successive interests is to be implemented properly. 

87 See discussion pp. 88-90 supra. 

88 If it were treated as income required to be distributed currently, the trust would be a 
**simple’’ one, and the separate share rule would be clearly inapplicable, since the statute 
expressly provides that it applies only to distributions under sections 661 and 662 (1954), 
t.e., distributions by complex trusts. See I.R.C. § 663(c). 

89 See discussion pp. 96-97 supra. 
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occur. For example, if the income distribution to the life tenant was 
discretionary and the post mortem income is deemed distributable 
or is, in fact, distributed to the remainderman, the separate share 
rule would serve to preserve for the remainderman the benefit of the 
deductions for expenses allocable to his share, which otherwise 
would inure, at least in part, to the benefit of the life tenant, since all 
distributions would fall within the second tier. Similarly, if the trust 
provides for successive discretionary income interests,” the tier 
system would fail to segregate the deductions to which each would 
be entitled as a matter of trust law, thus giving rise to distortions 
from the point of view of trust accounting, which the separate share 
rule would avoid. 

On balance, however, it would seem that the extention of the sep- 
arate share rule to successive interests, which in any event is of 
doubtful validity, is likely to create more problems than it cures, not 
only from the point of view of the additional complexity it engen- 
ders, but also as a matter of substantive results. Indeed, in most in- 
stances termination problems which might be resolved by this exten- 
sion of the separate share rule could also be avoided by careful tax 
planning. 


6. Frnat Distripution 


Having struggled with the complexities of the tax situation fol- 
lowing the death of the life tenant, including the application of the 
separate share rule, the determination of the proper taxable years, 
and the intricacies of the provisions relating to the carryover of 
losses and excess deductions, the fiduciary is apt to look forward with 
some relief to the termination of the trust as a separate taxable en- 
tity upon final distribution of its assets. However, this final step too 
should not be taken without a careful scrutiny of its tax implications. 


A, DistrisuTIon In Kinp 


In most instances, the trustee will no doubt make final distribu- 
tion, at least partially, in kind rather than in cash. If the securities 
comprising the corpus of the trust have appreciated in value, a con- 
version into cash would merely serve to expose the remainderman 


90 Although the Regulations state that the separate share rule may be applicable to suc- 
cessive life estates (Reg. Sec. 1.663(c)-3(e) (1956) ), its application would seem precluded 
in situations where the successive income interests are mandatory, for in such cases the 
trust would presumably remain a simple one upon the death of the first life tenant, and 
hence there would be no basis for applying the separate share rule, the scope of which is 
expressly restricted to complex trusts. See I.R.C. § 663(¢) (1954). 
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to unnecessary capital gains taxes. But distribution entirely in kind 
may not always be possible, as, for example, where the settlor pro- 
vided for a cash legacy to a particular beneficiary upon the death of 
the life tenant, only the amount in excess of such legacy being dis- 
tributable to the remainderman. In such instances a satisfaction of 
the legacy with appreciated securities would result in the realization 
of gain by the trust ** which would, in the absence of offsetting de- 
ductions, be taxable to the remainderman.” The legatee who receives 
the securities in satisfaction of his cash bequest would, in turn, ob- 
tain a new basis for the securities thus acquired equal to the amount 
of the bequest.** 

Aside from pecuniary legacies payable upon the death of the life 
tenant, a distribution in kind will generally not have any unantici- 
pated tax consequences. No gain or loss, either to the trust or to the 
remainderman, will ordinarily be realized as the result of such dis- 
tribution. 

However, there is a significant exception to the general rule that a 
distribution in kind will not be taxable to the remainderman. If in 
the year of termination, trust income exceeds deductions (other than 
the distribution deduction), but no cash is distributed to the remain- 
derman, he will have to include in his gross income the value of the 
assets received by him in an amount equal to the distributable net 
income of the trust.™* 

This may happen, for instance, where the trustee sold securities 
at a gain in order to procure the cash necessary to satisfy a pecu- 
niary legacy payable upon the death of the life tenant. Assuming, 
for example, that a gain of $10,000 was realized from the sale of ap- 
preciated securities and the proceeds were used to pay the legacy, 
the distributable net income of the trust, in the absence of other in- 
come or deductions, would be $10,000. Upon a distribution of the re- 
maining assets of the trust, consisting entirely of property other 
than cash, the remainderman would be deemed to have received a 
capital gain of $10,000, provided that the current value of the assets 
distributed at least equals that amount. To the extent that the assets 


91 Kenan v. Comm’r, 114 F.2d 217 (2d Cir. 1940) ; Suisman v. Eaton, 15 F.Supp. 113 
(D.Conn, 1935), aff’d per curiam, 83 F.2d 1019 (2d Cir. 1936), cert. denied, 299 U.S. 573 
(1936). 

92 Carlisle v. Comm’r, 165 F.2d 645 (6th Cir. 1948) ; Reg. Secs. 1.643(a)-3(a) (2) and 
643(a)-3(d) Example 4 (1956). The legatee would receive the bequest tax-free under sec- 
tion 663(a)(1) (1954), provided that the bequest is not paid or payable (see Reg. Sec. 
1.663(a)-1(a) (1956) ) in more than three installments and is not to be paid solely from 
the income of the trust. 

98 See, e.g., Comm’r v. Brinckerhoff, 168 F.2d 436 (2d Cir. 1948). 

94 Reg. Sec. 1.661(a)-2(f) (1956). 
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distributed are thus treated as includible in the recipient’s gross in- 
come, they will receive a basis equal to the amount at which they are 
so included. If the assets happen to have a basis lower than the fair 
market value at which they are included in the remainderman’s gross 
income, the remainderman will reap a windfall in the form of a tax- 
free step-up of basis. Conversely, if the trust’s basis for the assets 
exceeds their value, their basis would apparently be reduced without 
tax benefit to the extent that their distribution is treated as a distri- 
bution of income. 

The situation becomes more complex if, as is likely to be the case, 
the value of the assets to be distributed exceeds the distributable net 
income. Assuming again that there is no cash in the hands of the 
trustee, the Regulations provide that a pro rata portion of each asset 
distributed will be includible in the beneficiary’s gross income ® 
which, coupled with the attendant basis adjustments, could involve 
some fairly intricate computations.” 


B. Tue Torowsack RuLE 


The throwback rule plays a relatively minor role in connection 
with the termination of a trust. If the trust is a simple one, the rule is 
not likely to be of any significance in any event, since no accumula- 
tion of income would be permitted and hence there would probably 
not be any undistributed net income which could form the source of 
a throwback distribution. Thus, it would only be under a very un- 
usual combination of circumstances that the throwback rule could 
apply upon the termination of a simple trust. A situation of this kind 
would appear to be the termination of a simple trust within nine 


95 Reg. Sec. 1.661(a)-2(f) (3) (1956). 

96 Ibid. 

97 Theoretically, at least, the approach adopted in the Regulations would readily lend 
itself to tax avoidance. The risk of losing a portion of the basis for a particular asset be- 
cause it has depreciated in value could be easily avoided by realizing the loss through a sale 
or exchange of the asset prior to distribution. On the other hand, if assets of the trust have 
appreciated substantially, so that it would be advantageous to bring the provisions of the 
Regulations into play in order to secure a tax-free increase in basis, any cash on hand could 
be converted into short-term notes or other property. To illustrate the point, assume that 
in the year of termination a trust has on hand cash in the amount of $100,000, that a cap- 
ital gain in a like amount was realized during the same year, and that the only other trust 
asset is an apartment building with a basis of $10,000 and a value of $100,000. On these 
facts a distribution of the $100,000 in cash and of the apartment building in kind would 
result in the inclusion of a $100,000 capital gain in the remainderman’s income, However, 
had the trustee converted the cash of $100,000 into other assets of equal value, the remain- 
derman, while again taxable on the $100,000 gain, would apparently be entitled to an in- 
crease in the basis of one-half of the building from $5,000 to $50,000. Although a scheme 
as crude as the one suggested in the example may be readily recognized as a sham, a more 
sophisticated reshuffling of assets may not be as easily detected and defeated. 
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years of the last transfer to it, coupled with an allocation to corpus of 
taxable or extraordinary stock dividends within five years of ter- 
mination. Under these circumstances the termination exception to 
the throwback rule would be inapplicable, and undistributed net in- 
come would be generated retroactively by treating the trust as com- 
plex for the year in which the taxable or extraordinary stock divi- 
dends were allocated to corpus.*® Even in the case of a complex trust 
which has accumulated a substantial amount of income, the throw- 
back rule is inapplicable to a final distribution if such distribution is 
made more than nine years after the last transfer to the trust.” 

It should be noted that under the statute and the Regulations any 
gratuitous transfer to the trust within the nine-year period, no mat- 
ter how small or by whom made, would apparently render the ter- 
mination exception inapplicable.*” Perhaps, a rule that in case of a 
transfer within the proscribed period, the throwback should be con- 
fined to the pro rata portion of the accumulated income attributable 
to the property so transferred would have been preferable as a mat- 
ter of logic. But such an approach may well have been discarded as 
an unduly complex refinement of the termination exception. 

Hence, if the life tenant dies within nine years of the last transfer 
to the trust and during the five years preceding the life tenant’s 
death a portion of the income of the trust was accumulated, the final 
distribution to the remainderman will give rise to a throwback. The 
fact that the accumulation took place during the lifetime of the de- 
ceased life tenant will not prevent the application of the throwback 
rule to amounts received by the remainderman.™™ 

As previously indicated, the termination exception applies if ‘‘fi- 
nal distribution’’ is made more than nine years after the last trans- 
fer to the trust.’ Neither the statute nor the Regulations contain a 
definition of ‘‘final distribution.’’ If the trust indenture provides 
that the trust is to terminate upon the death of the life tenant, it 
would seem that any distribution thereafter made to the remainder- 
man in the ordinary course of winding up the affairs of the trust 
should qualify as a final distribution for purposes of the termination 
exception. However, there can be no assurance that the statute would 
be so construed, and hence, in cases where there has been an income 
accumulation prior to the death of the life tenant, it would, no doubt, 
be the safer course of action not to distribute to the remainderman 
amounts exceeding distributable net income by more than $2,000 in 


98 ILR.C. § 665(d) (1954) ; Reg. Sec. 1.665(d)-1(b) (1956). 
99 IR.C. § 665(b) (4) (1954). 

100 Reg. Sec. 1.665(b)-2(b) (4) (1956). 

101 See Reg. See. 1.665 (b)-2(b) (1) (iii) (g) (1956). 

102 I.R.C, § 665(b) (4) (1954). 
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any year prior to the one in which the trust is in fact terminated for 
tax purposes. Indeed, since the trust is deemed to be continuing as 
such until substantially all of its assets have actually been distrib- 
uted,’ any distributions prior to the year in which this is accom- 
plished may well be treated as current distributions subject to the 
throwback rule, even though they are incident to the liquidation 
process. 

The precise meaning of ‘‘final distribution’’ may also be signifi- 
cant with respect to the computation of the nine-year period. Sup- 
pose, again, that a trust is to terminate upon the death of the life 
tenant, who happens to die eight years after the last transfer to the 
trust, but distribution to the remainderman is for bona fide reasons 
delayed until the following year, so that the full nine-year period has 
in fact expired prior to the distribution which terminates the trust 
for tax purposes. It would seem that under these circumstances the 
termination exception to the throwback rule should apply, since the 
facts of the situation would fall squarely within the statutory pro- 
visions. Of course, had the trustee made a partial distribution after 
the death of the life tenant but prior to the expiration of the full nine 
years, the distribution, even if qualifying as ‘‘final,’’ could hardly 
escape the operation of the throwback rule, since it would fail to 
meet the additional requirement of the nine-year minimum time pe- 
riod. 


ConGLUSION 


The foregoing examination of income tax problems incident to the 
termination of a trust is not intended to be either exhaustive or con- 
clusive. Many problems have not been analyzed, and many questions 
have been left unanswered. But the discussion will in large measure 
have served its purpose if it reminds the trustee that from an income 
tax point of view the death of a life tenant, far from relieving the 
fiduciary of further responsibility, is an occasion calling for the most 
careful analysis and planning if the various parties entitled to share 
in the trust property, as well as the federal fisc, are to receive their 
just due. 

It is anticipated that the legislative review of Subchapter J now 
in progress will lead to the resolution and correction of a number of 
uncertainties and inequities which have cropped up in the operation 
of its provisions. It is to be hoped, however, that this may be accom- 
plished without compounding the intricacies of a statutory scheme 
which already has reached such a degree of complexity that its ad- 
ministrative efficiency is seriously jeopardized. 


108 Reg. Sec. 1.641(b)-3(b) (1956). 
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The Short-Term Trust—A Respectable 
Tax-Saving Device 
HARRY YOHLIN 


Aiiseiecs trusts are motivated generally by personal reasons as 
well as tax considerations, the short-term trust is unique in that it 
is purely an income tax-saving device, albeit a respectable one.’ For 
the individual in a high tax bracket, it provides the opportunity to 
deflect income to much lower tax-paying units and thereby effect an 
over-all tax-saving. To do so, however, he cannot merely assign such 
income—this would be ineffective tax-wise. He must transfer prop- 
erty to a trust, the income from which will thus escape taxation to 
him during the trust term. This in itself is a lnaiting factor ; for un- 
less the income earner in high brackets has such income-producing 
property, he cannot take advantage of this tax-saving mechanism. 
The outstanding characteristic of this type of trust is that at the end 
of the trust term, a minimum of ten years, the grantor reacquires 
the property transferred to it. Only the income passes to the bene- 
ficiary. 

Thus, the short-term trust is particularly attuned to the needs of 
younger, high income earners who can reasonably look forward to 
continued substantial earnings for the next ten years. Older indi- 
viduals who have already acquired substantial estates might be more 
inclined to make completed transfers of substantial property in or- 
der to effect estate tax-savings as well. The younger person, whose 
estate does not warrant irrevocable gifts, can in this manner pre- 
serve his own personal security while enhancing the amount of 
spendable income available for the family unit. Nor need the use of 
short-term trusts be limited to the very wealthy or the stratospheric 
taxpayer. The tax-savings may be less spectacular but perhaps more 
meaningful to the modest property owner who has little left from 
income after taxes and expenses. 

One other consideration which affords this type of trust its ap- 


Harry YOHLIN is a member of the Pennsylvania Bar and a member of the Committee on 
Taxation of the Philadelphia Bar Association. 

1 For a general discussion of personal and tax objectives in the creation of trusts, see 
Yohlin, Taz Saving Techniques in Testamentary Trusts, 3 THE PracTicaL LAWYER 21 
(April, 1957). 
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peal is the fact that while other tax-saving devices are continually 
whittled away by Congress and the Commissioner, the short-term 
trust enjoyed a rebirth of respectability in the 1954 Internal Reve- 
nue Code. Codifying and liberalizing the mushroomed Clifford Regu- 
lations, the new Code set forth a body of rules, which though highly 
complex, can at least be observed with assurance. 


ILLUSTRATIONS OF PracticaL UsEs 


For illustrative purposes, let us assume a taxpayer whose top in- 
come is taxed in the 50 per cent bracket. Bachelors, widows, and wid- 
owers, unless they qualify as heads of households, will achieve such 
distinction if their taxable income, after deductions and exemptions 
and standard deduction, is in excess of $16,000. Married persons, be- 
cause of income-splitting privileges, achieve similar treatment for 
taxable income over $32,000. 


Recuxiar Savincs Program 


The taxpayer may already have initiated or may intend to initiate 
a regular savings program. He has property which produces $3,000 
annually for this purpose. But after taxes he is left with only $1,500. 
He transfers such income-producing property to a ten-year trust for 
the benefit of his wife. However, instead of directing that the income 
be currently payable to her, which would accomplish naught since it 
would then be taxable on their joint return, he directs that the in- 
come be accumulated and paid to his wife at the end of the term. Or 
instead of a direction, he may vest discretion in the trustee to dis- 
tribute or accumulate as a precaution against future contingencies. 
The trust enjoys an exemption of $100 and pays a tax of approxi- 
mately $600 per annum on the balance instead of the $1,500 payable 
by him, a saving of $900 annually, or $9,000 in the ten-year period. 
Thus, the return on his investment is enhanced by 60 per cent with- 
out any corresponding increase in risk. At least in this respect the 
tax expert can render superior service to the investment counsellor. 

At the end of the trust term, the wife receives the accumulated in- 
come so that it remains in the family, but it is not taxable in the hus- 
band’s estate at death. The husband in turn gets back the property, 
and the family is richer by $9,000 through the simple expedient of 
this type of trust.” It needs little imagination to foresee the even 


2 It is conceivable that the Commissioner might contend that such a trust remains tax- 
able to the husband on the ground that the income is being accumulated for future distribu- 
tion to him, he and his wife being viewed for this purpose as the same person. It is highly 
unlikely that he would succeed, and certainly at the moment, there is no authority for such 
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greater benefits where the taxpayer is in higher brackets and where, 
provided he has the necessary property, trusts are set up for his 
wife and each of his children. 

Not all states permit accumulation trusts. If not, perhaps the trust 
may be set up in a state which does, though it is not the grantor’s 
domicile. 


Provisions For EpucaTion oF CHILDREN 


Most parents plan early for the education of their children. They 
may do this either through endowment policies or some savings pro- 
gram. In our example the parent must earn $3,000 to save $1,500. 
Suppose, however, he creates a short-term trust while the children 
are still relatively young and authorizes income accumulations. If 
the income is distributed and used in discharge of his legal obliga- 
tions to support and educate his children, no tax advantage is real- 
ized. If, however, the income is accumulated and paid in a lump sum 
to the beneficiary at the end of the trust term, there is no limitation 
on the use to which the beneficiary may thereafter put it. 

Even more attractive results can be accomplished through the 
purchase by the trust of endowment policies on the child’s life. On 
termination the policies are delivered to the child. If certain settle- 
ment options are arranged for in the policies, he will not receive 
lump-sum payments but installments geared to the cost of his edu- 
cation when he is ready to go to college. 

It is possible in such trusts to realize even greater tax benefits 
through proper planning by increasing the number of exemptions. 
For example, suppose the trust provides for accumulation of all in- 
come in excess of the $599 which must be paid to the child annually. 
The child pays no income tax on the distribution to him since it is 
less than $600; nor is he even required to file a tax return. The par- 
ent nonetheless is entitled to an exemption for the child. Moreover, 
the trust is also entitled to an exemption of $100. Thus, if the trust 
income of $3,000 were set up in this manner in two separate trusts 
for two children, approximately $1,400 would escape taxation. The 
balance of $1,600 would bear a tax of $320 as compared to $1,500 in 
the grantor’s income, or an annual saving of $1,180. Actually, about 
$650 could have been distributed tax-free to each child, because in 
addition each has the benefit of the ten per cent standard deduction. 


a point of view. On the contrary, it is well established that husbands can ma'e valid gifts 
to wives and that income therefrom is thereafter taxable to them. The income-splitting 
benefits of joint returns may or may not be availed of, in a taxpayer’s sole discretion. 
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However, if the income is over $600, a tax return would have to be 
filed. 

Nor should the distribution of income to a minor child raise any 
difficult problems. Bank accounts may be opened in the child’s name 
and the distributions deposited therein or United States Government 
bonds may be purchased in his name. It would even seem possible 
for the child to apply for and own an insurance or endowment policy 
on his own life, using the money to pay the premiums. Since the child 
owns the policy, the income should be treated as having been distrib- 
uted to him. And such income use could not be considered in dis- 
charge of the father’s obligation to support his child. 


Provisions ror AGED RELATIVES 


The short-term trust is particularly useful where a taxpayer has 
been in the habit of supplementing regularly the income of an aged 
parent or other relative. Let us assume that the taxpayer contrib- 
utes $1,000 a year. In his tax bracket he must earn $2,000 to do this. 
The parent, presumably, is in the lowest tax bracket and if over 65 
is entitled to a double exemption, plus unlimited deductions for med- 
ical expense, etc. And such an arrangement would not affect the par- 
ent’s rights to social security payments. 

What is particularly attractive about such a trust is that it will 
be effective tax-wise even if the parent’s life expectancy is less than 
ten years when the trust is created ; and the trust terminates on the 
death of the beneficiary no matter when it occurs, whereupon the 
principal returns to the grantor. Thus, the taxpayer is doing for his 
aged parent what he would ordinarily be doing, but at substantial 
tax-savings. 

The same pattern could be utilized for the benefit of adult children 
or relatives who require financial assistance, for example, a son who 
is embarking on a professional career and needs some help, a wid- 
owed daughter, an elderly aunt, etc. These situations are rendered 
even less complicated, because there is normally no legal obligation 
to support. 


To Pay ror Lire InsuRANCE ON WirFe’s LIFE 


Frequently the estate planner will point to the serious problem of 
asset liquidity in the wife’s estate on her subsequent death. In many 
instances the cash requirements on the husband’s death are pro- 
vided for, but it may be much more difficult to make similar provi- 
sions for the wife’s death. Insurance on the wife’s life would most 
readily supply the answer to such problems, but this may be pro- 
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hibitively costly. For example, in our illustration the taxpayer would 
have to earn $4,000 to afford insurance premiums of $2,000. How- 
ever, if he creates a short-term trust for the benefit of his wife, au- 
thorizing the trusteees to purchase insurance policies on her life and 
pay the premiums thereon from trust income, the tax-savings previ- 
ously indicated will be realized. On termination, the policies are dis- 
tributed to the wife and the trust principal returned to the grantor. 
One variation would be to have the policies owned by or distributed 
to a child so as to keep the proceeds out of the wife’s estate for fed- 
eral estate tax purposes.? 

The prohibition against the use of trust income to pay premiums 
on policies on the life of the grantor obviously has no application 
here, since the insured is not the grantor. 


Tue Two-Year CuHaritaBLe Trust 


Since the two-year charitable trust has some peculiar rules of its 
own, it can best be illustrated in the subsequent discussion dealing 
with this subject. 


Duration oF Trust 


The minimum term specified in the Code for a short-term trust is 
ten years, except for charitable beneficiaries, in which case it is two 
years. However, this rule is not nearly so inflexible as first appears. 
Instead of a fixed period, the grantor may provide for termination 
on the occurrence of certain events or, in the alternative, on the ex- 
piration of a ten-year term or the happening of a specified event, 
whichever first occurs. The following contingencies are specifically 
covered: 

1. The trust may be made to terminate on the death of the income 
beneficiary regardless of such person’s life expectancy.* Thus, a 
trust for the benefit of an elderly or sickly relative, which is to end 
on death with the property reverting to the grantor, is effective tax- 
wise even though the beneficiary’s life expectancy is only one year 
and, in fact, death occurs less than ten years after the creation of 
the trust. 

2. The duration of the trust may be made to depend on the death 
of the grantor or any other person. However, unlike the income bene- 
ficiary, such individuals must have a life expectancy of at least ten 
years when the trust is established.® Ordinarily, life expectancies 


8 See Yohlin, Life Insurance Planning under the New Revenue Code, 33 TaxEs 450 
(1955). 

4 LR.C. § 673(e) (1954). 

5 Reg. Sec. 1.673(a)-1(¢) (1956). 
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are determined by reference to approved actuarial tables.® But if 
such person is suffering from an incurable disease or has a medical 
history which would indicate a lesser life span, the probable rather 
than theoretical expectancy will govern.’ 

3. The trust can be made to terminate on the occurrence of any 
specified event, provided it is not reasonably expected to take place 
within ten years, i.e., the graduation of a ten year old son from col- 
lege, the marriage of a six year old daughter, etc.® 

4. The duration of the trust may depend on the happening of a 
combination of events involving several beneficiaries or on the ex- 
piration of several specific terms or of a specific term and event. 
Any number of variations and alternatives are possible, provided 
the above basic rules are observed,’ as, for example, a term of two 
years for a designated charity, which is specifically permitted, fol- 
lowed by an eight-year term for the benefit of a child or the gradua- 
tion of a child from college if not likely to occur before eight years; 
for the benefit of a son until admission to the Bar, which may happen 
in two years, and thereafter for the benefit of a daughter until her 
marriage, if not likely to happen for eight more years; for the benefit 
of a child for ten years, but if the grantor should die sooner (pro- 
vided his life expectancy was at least ten years), then for the benefit 
of his wife for the balance of the term. 

Moreover, alternative termination dates may be specified in ac- 
cordance with the basic ground rules. For example, the trust could 
be made to end and the principal revert to the grantor on the hap- 
pening of any one of the following, whichever first occurs: (a) the 
expiration of ten years; (b) the death of the beneficiary, regardless 
of his life expectancy ; or (c) the death of the grantor, provided his 
life expectancy is at least ten years. 

This is indeed a flexible arrangement. If a grantor’s hesitancy is 
the concern for his family in the event of his premature death before 
that of the beneficiary, this pattern should resolve that difficulty. 
There are, however, possible estate and gift tax disadvantages which 
will be discussed subsequently. 

These examples are merely illustrative of the endless variations 
and combinations which are possible and which can be attuned to 
the family needs and circumstances within the basic framework. 


6 See U. S. Life Tables and Actuarial Tables 1939-41, Reg. 108, Sec. 86.19(f) (5) ; Pro- 
posed Reg. Sec. 25.2512-5(e) (1956). 

7 John H. Denbigh Estate, 7 T.C. 387 (1946); Huntington Nat’l Bank, 13 T.C. 760 
(1949) ; Nicholas M. Butler Estate, 18 T.C. 914 (1952). 

8 Reg. Sec. 1.673(a)-1(¢) (1956). 

9 Ibid. 
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Extension or Trust TERM 


A grantor at the outset will very likely select the minimum term 
and fund the trust with as little property as practical. As he grows 
accustomed to its operation and begins to appreciate its benefits, or 
as his own financial circumstances improve, he may regret his origi- 
nal conservatism. The Code liberally allows him a degree of hind- 
sight, provided the trust instrument is properly drawn. 

Should the grantor extend the date of termination, a new trust 
term is considered to have been created as of the date of postpone- 
ment.’° For example, a father creates a ten-year term trust for a son. 
After a lapse of five years he is inclined to let the trust continue until 
his son graduates from a professional school, which will not happen 
for another ten years. He extends the term of the trust by five more 
years. Since as of the date of postponement the term was again ten 
years, the income will not be taxed to him for the duration. Had he 
postponed termination for only three years, a different result would 
follow, since only a new eight-year trust would have been created. 
Nevertheless, the balance of five years of the original term would 
still free the grantor from the payment of income tax, but the income 
of the next three years would be taxable to him.™ 

Thus, the sooner the grantor decides on an extension, the lesser 
the additional required term. If he waits until the original term of 
ten years has expired, he must extend for an additional ten years 
to realize the tax benefits, whereas if he takes such steps after only 
three years, the postponement need be only for an additional three 
years. 

Here too, the various combinations of terms and events previously 
described may be utilized. The important thing to remember is that 
the date of extension marks the beginning of the new term which 
must then comply with the requirements. 

Transfers of additional property to an existing trust also starts 
anew term for such additions.” 

Good draftsmanship would therefore require that the trust instru- 
ment allow for such extensions, except perhaps in trusts where accu- 
mulations of income are permitted and where advantage is sought 
of the nine-year termination exception of the throwback rules.” 


10 Reg. Sec. 1.673 (d)-1 (1956). 
11 Ibid. 

12 Ibid. 

13 See discussion p. 123 infra. 
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Tue Two-Year CHARITABLE TRUST 


The short-term trust can be particularly attractive when utilized 
for certain charitable purposes. Here the minimum term need not be 
ten years; two years will suffice.** The income must be irrevocably 
payable to a designated charity in the following categories: a church, 
a convention or association of churches; a religious order; a hos- 
pital or an educational organization which maintains a regular fac- 
ulty and curriculum and has a regularly enrolled student body. 

The beneficiary must be a single designated charity for the two- 
year minimum. For example, if income may be allocated between 
two charities, or if income is payable for one year to X University 
and for the second year to Y University, the trust will not qualify. 
The Regulations would, however, permit a trust to pay irrevocably 
50 per cent of income to X Charity and 50 per cent to Y Charity dur- 
ing the two-year period, provided these proportions are fixed. The 
distinction is based on the statutory language which refers to ‘‘in- 
come of a portion of a trust.’’ *® 

For the unusually wealthy individual and high income earner who 
has already exhausted his charitable deductions (20 per cent gen- 
erally, plus an additional ten per cent for the type of charities which 
also qualify for short-term trusts),’* and who is inclined to give 
more, such a trust is indeed advantageous. It offers him what is in 
effect an unlimited charitable deduction in exchange for the incon- 
venience of placing the income-producing property in trust for a 
two-year period. 

The following example illustrates the use of the short-term trust 
technique in lieu of the charitable deduction. A married taxpayer 
with an adjusted gross income of $250,000 may give away $75,000 to 
charity and deduct it for income tax purposes. The tax on the bal- 
ance of his income, assuming no other deductions, will be about 
$113,000, leaving him with spendable income of $62,000. Should he 
be inclined to give more to charity, no further deduction is allowable. 
Instead, if he creates a short-term trust for a two-year period and 
funds it with property which produces $125,000, such income will 
not be taxable to him. His personal tax on the remaining $125,000 
will then be about $72,000, and he will be left with spendable income 
of $53,000 instead of $62,000 as in the first instance. Thus, he was able 
to give away an additional $50,000 at an actual cost to himself of 

14 Reg. Sec. 1.673 (b)-1 (1956). 


15 I.R.C. § 673(b) (1954) ; Reg. See. 1.673(b)-1(b) (1956). 
16 I.R.C. § 170 (1954). 
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only $9,000. At the end of the two-year period he reacquires the 
property deposited in trust. 

In the above example, the taxpayer provided for charities through 
the short-term trust alone and took no charitable deduction on his 
income tax return. Once he created the trust, the income thereof was 
no longer reportable by him. Thus, he was still entitled to his own 
30 per cent deduction. Ordinarily, a person making a gift to charity, 
whether outright or in trust, is entitled to a charitable deduction for 
the value of such gift. May the grantor of a charitable short-term 
trust, in addition, take a deduction for the value of the right to in- 
come which he has transferred for a two-year period? This would 
indeed be a bonanza, but Congress was alert to this possibility and 
provided that no deduction is allowable for a gift in trust where the 
grantor has retained a reversionary interest worth more than five 
per cent.** 

But if the grantor creates a two-year charitable trust and at the 
end of the term the property does not revert to him but passes to his 
wife or other member of his family, the value of the gift to charity 
would be deductible. This opportunity may in the future be fore- 
closed. The Technical Amendments Bill of 1958, which was passed 
by the House, has denied a charitable deduction with respect to 
transfers in trust after December 31, 1956, which provide for re- 
versions or remainders to a grantor’s spouse, ancestors, and lineal 
descendants.’® 

The only limitation on the availability of the charitable deduction 
is on the grantor’s reversionary interest in the corpus or income of 
the trust property. Thus, the grantor may apparently retain sub- 
stantial powers of disposition over the trust, short of actual rever- 
sion, after the initial two-year period, which, though they may 
cause the income to be thereafter taxed to him, would be insufficient 
to invalidate the deduction. 

Nor is the use of this technique limited to owners of property 
which produce enormous incomes. An alternative method which uti- 
lizes both the maximum charitable deduction and the short-term 
trust is illustrated in the following example. An individual earns 
$100,000 a year and customarily gives away his maximum charitable 
deduction of 30 per cent to his usual group of charities. His univer- 


17 I.R.C. § 170(b) (1) (D) (1954). 

18 Section 9 of the Technical Amendments Bill of 1958 (H.R. 8381) as passed by the 
House of Representatives on January 28, 1958. This proposal was rejected by the Senate 
and eliminated from the Technical Amendments Act of 1958. Thus the opportunity is still 
available. 
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sity has embarked on a building drive and he would like to contribute 
$5,000 a year for two years without substantially decreasing his 
other charitable gifts. He can do so by creating a two-year trust with 
property producing income of $5,000 per annum. The actual cost to 
him in spendable income will be slightly more than $1,000 a year. 


Income Tax ImpuLicaTIoNs 


Assuming a valid short-term trust, the income will be taxed to the 
beneficiaries, if distributed, or to the trust, if accumulated.’® If in- 
come is currently distributable, the trust is entitled to a $300 exemp- 
tion, which is of little value in the normal short-term trust setup, 
since as a practical matter it is applicable to undistributed capital 
gains which do not revert to the grantor. If income may be accumu- 
lated, the trust exemption is $100.” The tax rates applicable to trusts 
are the same as those which apply to individuals.”* 

It is obvious that if several trusts rather than one are created, not 
only will accumulated income be divided among a number of sepa- 
rate tax entities and thus enjoy lower tax brackets, but each trust 
will be entitled to its own exemption. At the moment, it would seem 
possible to create several separate trusts for the same beneficiary. 
This practice, however, is likely to be specifically outlawed by Con- 
gressional action in the near future. The Technical Amendments 
Act of 1958 fails to deal with the problem of multiple trusts. Thus 
the situation remains unchanged. However, various proposals on the 
question are being given further study. 

To be on the safe side, it is desirable that the trust term extend 
somewhat beyond the ten-year period so as to eliminate the possi- 
bility of a technical violation. As a practical matter, there may be a 
distinct tax advantage in such prolongation. For example, if income 
is accumulated in a trust which ends on December 31 of the tenth 
year, the entire tenth year income will be taxed to the beneficiary ; 
whereas if the trust had continued into January of the following 
year, the last year’s income would have been taxed to the trust and 
only one month’s income to the beneficiary. If the beneficiary is 
already in high tax brackets, this benefit can be substantial. 


Parnutess Birta to AppiTionaL EXxEmMprTions 


As indicated in one of the examples, by permitting the distribu- 
tion of all or part of the trust income to children, additional tax ex- 
19 L.R.C. § 652 (1954) ; I.R.C. § 661 (1954). 


20 I.R.C. § 642(b) (1954). 
21 L.R.C. § 641(a) (1954). 
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emptions are created. Parents are entitled to tax exemptions for 
children under 19 years of age or students, regardless of the amount 
of personal income they may enjoy.” The child in turn is entitled to 
a $600 exemption plus the ten per cent standard deduction.” Thus, 
if a child has only $650 in income, he pays no tax and his father still 
retains an exemption for him. 

This fascinating business of multiplying exemptions is perhaps 
too good to last, but there is no reason not to enjoy it while it is 
available. 


CapitaL Garns 


If the instrument is silent with respect to capital gains, they would 
ordinarily be added to corpus for future distribution to the grantor 
upon termination of the trust. Thus, the grantor would be currently 
taxable on all realized capital gains.* In such case, all items of the 
trust income, deductions, and credits allocable to corpus are taken 
into account in computing the tax of the grantor. It is interesting to 
note that the grantor retains the tax benefits of capital losses as 
well,”® 

Since the grantor is currently taxed on capital gains, it would 
appear permissible for him to retain the right to withdraw a portion 
of the capital gains to pay the tax. For example, if a trust sells secu- 
rities at a $20,000 profit, the grantor may be required to pay a tax 
of $5,000. He should have the right to withdraw that amount of prin- 
cipal without impairing the tax validity of the trust. One cannot, 
however, be too certain about this result until a ruling is forth- 
coming from the Commissioner. The Regulations are silent on this 
point.” 

Of course, the grantor could provide that capital gains are to be 
added to income, in which event they would be taxed to the benefici- 
ary, if distributed, or to the trust, if accumulated. Whether or not he 
should do so is a matter of personal discretion. Such a provision may 
create an interesting and unresolved gift tax problem. The method 
of valuing a gift of ordinary income is well established. How would 


22 I.R.C. § 151(e) (1954). 

28 I.R.C. § 151(b) (1954) ; I.R.C. § 141 (1954). 

24 T.R.C. § 677(a) (2) (1954). 

25 Reg. Secs, 1.673 (a) -1, 1.671-3(a) (1), and 1.677(a)-1(g) (1956). 

26 Section 673(a) (1954) provides that the grantor is treated as the owner of ‘‘ any por- 
tion’’ of a trust which can revert to him within ten years. If he retains the right to with- 
draw all capital gains, can it be argued that income thereafter earned by unwithdrawn 
gains is taxable to him? If, however, the right of withdrawal is limited to so much of the 
capital gains as is required to pay the tax and such portion is withdrawn, no statutory vio- 
lation is apparent. 
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such gift be measured if, in addition, possible capital gains are also 
transferred? 


Use or Income rn DiscHarce oF Lecat OBLIGATION TO SUPPORT 


Where short-term trusts are created for the benefit of minor chil- 
dren, the problem is further complicated by the grantor’s legal obli- 
gation under local law to support the trust beneficiaries. Income 
so used is taxable to the grantor regardless of any other considera- 
tion. Recent developments indicate that this concept is even more 
far-reaching and would embrace non-grantors as well, where trust 
income is used in discharge of their legal obligation. For example, 
income of trusts created by grandparents used for support of grand- 
children runs the risk of being taxed to the father.” 

The prohibition is directed against what actually takes place 
rather than what ‘‘may’’ happen. A direction in the trust that in- 
come be used for support, etc. will in itself be fatal, but the mere 
right to use income for support is not fatal except to the extent that 
it is actually so expended.”* Moreover, such discretion may be lodged 
in any trustee, even a grantor-trustee, without adverse tax conse- 
quences. A grantor may not, however, retain this power in a non- 
fiduciary capacity.” 

In any event, it is clear that the amount of income taxable to a per- 
son is limited by the extent of his legal obligation under local law. 
Income used for purposes other than those strictly falling within 
such standard would not be so taxed.*® Thus, for example, trust in- 
come used to pay for summer camping, private schooling, artistic in- 
struction such as music or dancing lessons, trips, etc. may or may not 
be considered part of the legal obligation of support, depending on 
the family’s economic circumstances and the provisions of local law. 
In this connection, it is clear that the extent of a person’s obligation 
to support is to be determined without taking into account the trust 
income.*! 

As a practical matter, in the usual situation the father is able to 
support his own children, for unless his income is substantial, there 
would be no purpose in having the income payable to children. The 
trust income would normally be used for ‘‘luxuries’’ or to create 
separate estates for the children. Thus, a father can create short- 


27 See Reg. Sec. 1.662(a)—4 (1956) ; Rev. Rul. 56-484, 1956-2 Cum. Butt. 23. 
28 ILR.C. § 677(b) (1954). 

29 I.R.C. § 678(c) (1954). 

30 See note 26 supra. 

31 Reg. Sec. 1.662 (a) -4 (1956). 
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term trusts for his children, direct the accumulation of income, and 
as a safeguard against future contingencies provide the trustees 
with discretion to use income for the children’s support. Should it 
ever become necessary actually to use such income for support, it 
is hardly likely that the adverse tax consequences to the grantor 
would in such circumstances be material. Or, if as previously illus- 
trated, it is desired to distribute income to get the benefit of an addi- 
tional exemption, income should be paid over without restriction 
and placed in a bank account in the child’s name or invested in gov- 
ernment bonds, endowment policies, ete. 

Once accumulated income is unrestrictedly distributed to a minor 
in connection with the termination of a trust, it can be used by the 
minor in any way he sees fit. The tax has already been paid on the 
income, the trust is then no longer in existence, and if the child wants 
to use the funds for his schooling, even though technically his father 
is legally obligated to do that for him, no statutory bar tax-wise is 
evident. 

The Regulations clearly state that a legal obligation to support 
exists only if the obligation is unaffected by the adequacy of the de- 
pendent’s own resources. Thus, since under local law a child ordi- 
narily is obligated to support his parent only if the parent’s earn- 
ings and resources are insufficient, no legal obligation exists from 
a tax viewpoint, whether or not the parent’s earnings and resources 
are in fact sufficient.*® Trusts for dependent parents can therefore 
be used for their support in most jurisdictions without being taxed 
to the grantor. 


Tue Five-Year Torowspack RvuueEs 


Frequently, and for very practical reasons, trustees are given the 
discretion either to accumulate or distribute current income. Thus, 
income is withheld in years when the beneficiary does not need it and 
is already in high tax brackets and distributed in years when he can 
use it. No problem arises where this discretion applies only to cur- 
rent income. The abuse sought to be corrected by the so-called five- 
year throwback rules adopted by the 1954 Code was the tax-free dis- 
tribution in a subsequent year of income accumulated in any one of 
the preceding five years which had presumably been taxed to the 
trust in the lower brackets. If so, the excess is treated as having been 
distributed to the beneficiary in each of the preceding five years, in 
inverse order, to the extent that the trust had ‘‘undistributed net in- 


82 Reg. See. 1.662(a)-4 (1956). 
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come’’ for each of such years. The distributions are then taxed to 
the beneficiary, but the tax cannot exceed the amount which would 
have been paid had he been taxed on them in the years in which they 
are considered to have been distributed. Moreover, the beneficiary 
receives credit for the taxes paid by the trust. In effect, the accu- 
mulated income is treated for tax purposes as if it had in fact been 
currently distributed.** 

Fortunately, in so far as short-term trusts are concerned, the fol- 
lowing express exceptions to these rules permit a substantial degree 
of flexibility. 

1. Exemption of first $2,000. If in addition to current income ac- 
cumulated income distributed in any year does not exceed $2,000, the 
throwback rules do not apply.** Thus, accumulations of prior years 
can gradually be distributed to each beneficiary in annual install- 
ments of $2,000. Or if it is anticipated that the trust income will be 
very substantial, several separate trusts may be set up, and each 
would be able to distribute up to $2,000 to each beneficiary. For ex- 
ample, one trust accumulating $6,000 a year could only distribute 
$2,000 the following year. Three separate trusts for the same bene- 
ficiary could distribute the entire accumulation. As indicated, the 
Treasury Department appears anxious to foreclose this technique of 
multiple trusts for the same beneficiary. The $2,000 figure is not an 
exemption ; it is a permissible ceiling which, if exceeded, will render 
the entire amount distributed subject to the throwback rules, not 
only the excess over $2,000. 

2. Accumulations to age 21. The throwback rules do not apply to 
accumulations during minority. In other words, if the trustees had 
the discretion either to distribute or withhold income from a bene- 
ficiary before age 21 and chose to accumulate, such accumulations, 
regardless of amount, may be distributed tax-free.** However, if 
such accumulations are distributed some time after age 21 and other 
accumulations have taken place since age 21, the distribution will be 
considered as having been made out of the most recent accumula- 
tions.*" 

3. Emergency distributions. Payment out of accumulated income 
to meet the ‘‘emergency needs’”’ of a beneficiary are similarly ex- 
cepted.** Distributions of accumulated income for support, mainte- 


83 I.R.C, § 666 (1954). 
84 I.R.C. § 665(b) (1954). 

35 I.R.C. § 665(b) (1954) ; Reg. Sec. 1.665(b)-1 (1956). 
36 IR.C. § 665(b) (1) (1954). 

87 Reg. Sec. 1.665(b)-2(b) (1) (1956). 

38 I.R.C, § 665(b) (2) (1954). 
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nance, or education do not fit this standard and would therefore be 
subject to the throwback rules. There must be an unforseen combina- 
tion of circumstances which brings about such emergency, i.e., seri- 
ous illness, accident, etc.*® Since emphasis is placed not only on the 
emergency nature of the circumstances, but on the beneficiary’s need 
as well, his other available resources will apparently be taken into 
account. This is a new type of standard and because of its vagueness 
will undoubtedly provoke controversy. To benefit through this ex- 
ception, the trustee should either have broad discretion or the spe- 
cific power to make emergency payments. 

4. Final distributions on termination. The most important excep- 
tion, and the one directly related to short-term trusts, permits final 
distributions, including accumulated income, occurring on termina- 
tion of a trust at least nine years after the last transfer of property 
to it.*° Thus, if a trust is to last at least nine years, the trustees may 
either distribute current income or accumulate it and pay over all 
accumulations upon termination without concern as to the applica- 
bility of the throwback rules. There is, however, a technical booby 
trap to this exception which must be guarded against. If any addi- 
tional transfer of property is made to.the trust during the nine years 
preceding termination, no matter how insignificant, the throwback 
rules will apply.*! Thus, if it is expected that the trust will seek ad- 
vantage of this exception, the instrument should specifically bar the 
trustees from accepting any additional gifts from anyone. 


TrustEE Powers To ContrRoL BENEFICIAL ENJOYMENT 


Short-term trusts, or for that matter all inter vivos trusts of what- 
ever duration, are subject to the rules governing powers which can 
safely be reserved to trustees or grantors without adverse tax con- 
sequences. Historically, these rules are an outgrowth of the Supreme 
Court’s decision in the Clifford case, which involved a short-term 
trust, and are frequently referred to by that name.“ Yet, as a prac- 
tical matter, their application to trusts of short duration are less 
rigorous than to other types of irrevocable trust and allow for sub- 
stantial flexibility. 

Any discussion of powers over beneficial enjoyment must inevi- 
tably be related to the identity of the trustee, since the ostensible 
purpose of this complex set of rules is to tax the grantor if he or a 


89 Reg. Sec. 1.665(b)-2(b) (2) (1956). 

40 I.R.C. § 665(b) (4) (1954). 

41 Reg. Sec. 1.665(b)-2(b) (1956). 

42 Helvering v. Clifford, 309 U.S. 331 (1940). 
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classified trustee has retained such controls as to leave him from a 
statutory viewpoint the substantial owner of the property. 

The rule is stated broadly. If anyone, except an adverse party, has 
the power to control the disposition of income or principal, the trust 
income is taxable to the grantor.** There then follows a series of ex- 
ceptions which considerably lessen the severity of this rule and indi- 
cate with reasonable clarity the type of controls which may never- 
theless be retained and the persons who may possess them. They 
range from the grantor, to whom very few exceptions apply, through 
the related or subordinate trustee, to whom some additional excep- 
tions are allowed, through the independent trustee, who is permitted 
considerable latitude, to the other end of the spectrum—the adverse 
party who may do almost anything. Thus, it can be stated as a gen- 
eral rule that the more flexible the trust desired, the more remote in 
relationship or adverse in interest a trustee must be. A grantor 
should therefore weigh very carefully which is more important—a 
high degree of flexibility to adjust to future circumstances, or per- 
sonal retention of strictly limited control. He cannot have both. We 
shall now discuss only those exceptions which have practical signifi- 
cance in the normal short-term trust setup. 


Tue Grantor-TRUSTEE 


The grantor may serve as the sole trustee of a short-term trust. If 
the trust pattern provides simply for current distribution of income 
to a designated beneficiary or directs the accumulation of income, no 
problem arises, except for certain prohibited administrative powers, 
to be discussed subsequently. The difficulty exists where the grantor 
desires to be the sole trustee and, at the same time, exercise a degree 
of discretion over income or principal. He may safely retain only the 
following limited powers: 

1. To apply income to the support of a dependent.** This is indeed 
an important power. For example, instead of an inflexible direction 
to accumulate income, which would in effect quarantine the trust 
property for the full term, the severity of such a pattern is consider- 
ably lessened if the grantor-trustee is given the discretion to use in- 
come for the support of his children. By providing for the contin- 
gency when he might be compelled to resort to trust income for such 
purposes, the security of the family unit is considerably enhanced. 
To the extent that income is so expended, it will be taxed to him, but 


43 I.R.C. § 674(a) (1954). 
#4 LLR.C. § 674(b) (1) (1954) ; Reg. Sec. 1.674(b)-1(b) (1) (1956). 
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the probability is that in such circumstances tax considerations will 
be insignificant.” 

2. To control the beneficial enjoyment of the trust after the expi- 
ration of the ten-year term (or two years if the beneficiary is a des- 
ignated charity ).** Thus, the trust need not automatically terminate 
on the expiration of the original term. The grantor may decide to 
continue it for his own benefit or designate another beneficiary. Once 
the original term has expired and this power comes into fruition, no 
further tax benefits are available. The income will thereafter be tax- 
able to the grantor, but there may be collateral advantages to the 
continuation of the trust. 

3. To dispose of his reversionary interest in the principal by his 
Will.** The grantor may well hesitate in fixing irrevocably the distri- 
bution of his reversionary interest if he should predecease the in- 
come beneficiary. He might like to be able to change his mind, as he 
can in his Will. He can do so by providing in the trust instrument 
that on termination the principal shall revert to him, if living ; other- 
wise it shall be disposed of as he may provide in his last Will. 

4. To allocate trust income among charities.** This power is avail- 
able only if the trust for charities is for the minimum ten-year term. 
The income of the two-year charitable trust must be irrevocably pay- 
able to a single designated beneficiary or in specified shares to two 
or more beneficiaries. 

Since these powers are available to the grantor himself, they are 
a priori permissible to any other trustee, i.e., spouse, child, etc.” 


Powers To INVADE PRINCIPAL 


Although one of the chief attractions of the short-term trust is the 
right to reacquire the principal on termination, it would be a sterile 
trust indeed, if during its duration the principal remained untouch- 
able even if the grantor’s family desperately needed it. Would not 
the grantor be doubly reassured if together with the tax-savings he 
could be certain that in adversity the principal would also be avail- 
able for the support of his beneficiaries? 

1. Grantor’s powers of invasion. The grantor himself may safely 
reserve the unlimited right to distribute principal to any current in- 
come beneficiary, provided that such distribution is charged against 


45 I.R.C. § 677(b) (1954). 
46 IRC. § 674(b) (2) (1954) ; Reg. Sec. 1.674(b)-1(b) (2) (1956). 
47 LR.C. § 674(b) (3) (1954) ; Reg. Sec. 1.674(b)-1(b) (3) (1956). 
48 LR.C. § 674(b) (4) (1954) ; Reg. See. 1.674(b)-1(b) (4) (1956). 
49 Reg. See. 1.674(b)-1 (1956). 
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the share held in trust for the payment of income to such benefici- 
ary.” For example, a trust provides for payment of income to the 
grantor’s two children in equal shares for ten years. The grantor re- 
serves the power to pay over to each child up to one-half of the cor- 
pus during the ten-year period, but any such payment shall propor- 
tionately reduce subsequent income and corpus payments made to 
the child receiving the corpus. Thus, if one-half of the entire corpus 
is paid to one son, all the income from the remaining half must there- 
after be payable to the other son. 

Should the grantor desire that neither child shall suffer a future 
loss because of a payment of principal to him, he does have an alter- 
native. The grantor may reserve the power to distribute principal to 
any beneficiary, whether or not a current-income beneficiary, and 
without charging such beneficiary’s share in the trust, provided such 
distribution is made pursuant to a reasonably definite standard set 
forth in the trust instrument.” The following are examples of ade- 
quate standards as contained in the Regulations: for the education, 
support, maintenance, or health of the beneficiary; for his reason- 
able support and comfort; or to enable him to maintain his accus- 
tomed standard of living; or to meet an emergency. An example of 
an inadequate standard would be to distribute principal for the 
pleasure, desire, or happiness of a beneficiary. 

2. Other trustees’ right to invade. Trustees other than the grantor 
may have even broader powers of invasion of principal. If at least 
half the trustees are neither related nor subordinate to the grantor, 
they may be given unrestricted powers in this direction.®* Thus, for 
example, a wife and a trust company, or a son and an attorney, etc. 
may be given the power to distribute so much principal as they de- 
sire for any one of a class of beneficiaries and for whatever reason. 
It is not unlikely that in such areas of discretion the independent 
trustee would bow to the desires of the related trustee who is more 
intimately aware of the needs of the family group. 

Note the absence of any requirement of standard, current-income 
beneficiary, etc. The only limitation is that no one have the power to 
add to the class of beneficiaries designated in the trust instrument. 
However, provision for afterborn or after-adopted children is per- 
missible. 

Related trustees include the grantor’s spouse, father, mother, 


50 I.R.C. § 674(b) (5) (B) (1954) ; Reg. Sec. 1.674(b)-1(b) (5) (ii) (1956). 
51 L.R.C. § 674(b) (5) (A) (1954). 

82 Reg. Sec. 1.674(b)-1(b) (5) (i) (1956). 

88 LR.C. § 674(c) (1954) ; Reg. Sec, 1.674(¢)-1 (1956). 
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issue, brother, or sister. Subordinate trustees are defined as employ- 
ees of the grantor or of a corporation of which he is an executive or 
which he controls.** 


Powers To ACCUMULATE OR DistRIBUTE INCOME 


The relative advantages of current distributions of income versus 
accumulations and the limitations of the five-year throwback rules 
were previously considered. But instead of an inflexible direction to 
do one or the other, the grantor might prudently desire that the trus- 
tees have the discretion to determine from time to time, as cireum- 
stances warrant, which procedure would be preferable. For example, 
if a grantor creates a short-term trust for the benefit of his wife with 
income to be accumulated to realize the tax benefits, he would never- 
theless want the income available to his wife (and indirectly to him- 
self) in the event of economic reverses or his premature death. 

1. Grantor’s right to accumulate or distribute. The grantor him- 
self may retain a power either to distribute or accumulate income, 
but only under the following circumstances : 

(a) For a beneficiary under 21 years of age or during the exist- 
ence of a legal disability. Thus, if the short-term trust is for minor 
children, the grantor may retain the right either to pay over or ap- 
ply or accumulate income until the beneficiary attains 21 years of 
age.” 

(b) If the trust beneficiary is over 21 years of age, the grantor 
may still retain such discretion, provided the accumulated income is 
ultimately payable to the beneficiary from whom it was withheld at a 
specified time, which can reasonably be expected to occur during 
such beneficiary’s lifetime (which is the normal situation in short- 
term trusts). But should the beneficiary die before payment is made 
to him, it will be payable to designated alternate beneficiaries whose 
shares are irrevocably specified in the trust instrument. If there is 
no provision for alternates, the beneficiary must be granted a power 
of appointment which, however, can be made as restrictive as de- 
sired.*® 

For example, a short-term trust is created for the benefit of a son, 
in which the grantor retains the power to accumulate income until 
the grantor’s death, when all accumulations are to be paid to the son, 
but if the son predeceases, then to the grantor’s daughter, or if she 
is also deceased, to alternate takers in specified shares. The son need 


54 Reg. Sec. 1.674(¢)-1 (1956). 
55 ILR.C. § 674(b) (7) (1954) ; Reg. See. 1.674(b)-1(b) (7) (1956). 
56 ILR.C. § 674(b) (6) (1954) ; Reg. Sec. 1.674(b)-1(b) (6) (1956). 
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not be granted any power of appointment, since the date of distribu- 
tion may reasonably be expected to occur during his lifetime. This 
exception applies even though distributions of accumulations take 
place before termination of the trust.” 

(c) The following exception deals with accumulations payable on 
termination of the trust. The grantor himself may retain the discre- 
tion either to distribute or accumulate income, if such accumulated 
income is payable on termination of the trust to the current income 
beneficiaries in specified shares. Moreover, it may be provided that 
if such beneficiaries do not survive a date for distribution which may 
reasonably be expected to occur during their lifetime, then the alter- 
nates shall be paid such income, as in exception (b) above.*® 

For example, the trust provides that the income be paid in equal 
shares to two adult children, the grantor reserving the right to ac- 
cumulate either beneficiary’s share until the younger child attains 
30 years of age, at which time the trust shall terminate and the accu- 
mulated income shall be divided equally between the two children 
or their estates. Note the absence of any power of appointment. 
Moreover, the grantor may shift accumulated income from one bene- 
ficiary to the other, since the accumulations are to be divided equally 
at termination. Nevertheless, the power is permissible under this ex- 
ception. 

There are other, more limited circumstances specified in the Code, 
in which the grantor may retain the discretion either to distribute or 
accumulate income, but they are more directly related to long-term 
trusts of income and principal than to short-term trusts.” 

Here again, the technique of multiple trusts offers opportunities 
for additional income tax-savings. A single trust which accumulates 
income of $10,000 a year will pay a tax of approximately $2,600, 
whereas if it is divided among five separate trusts, the combined tax 
would be about $1,900, or an annual saving of $700 in taxes. 

2. Other trustees’ right to accumulate or distribute. Other trus- 
tees, of course, have all the power which the grantor may exercise. 
In addition, they may be granted the following powers. 

If at least half the trustees are independent, i.e., wife and attor- 
ney, son and trust company, brother and accountant, etc., they may 
be given unlimited discretion either to accumulate or distribute in- 


81 Reg. Sec. 1.674(b)-1(b) (6) Example (3) (1956). 
58 I.R.C. § 674(b) (6) (B) (1954) ; Reg. See. 1.674(b)-1(b) (6) (1956). 
59 Reg. Sec. 1.674(b)-1(b) (6) Example (1) (1956). 

60 See I.R.C. § 674(b) (6) (1954). 

















ed 








1958] THE SHORT-TERM TRUST 129 


come, regardless of the ultimate shifting of economic interests thus 
made possible.™ 

If more than half (or all) are related or subordinate trustees, 
other than the grantor or spouse, they may still have the power 
either to accumulate or distribute without the limitations imposed 
on the grantor, provided such power is related to a reasonably defi- 
nite standard.” 

The choice of power will therefore depend on the identity of the 
trustees and the purposes to be served. 


Tue Uses or SPRINKLING TECHNIQUES 


The discreet use of ‘‘sprinkling’’ techniques—the power to appor- 
tion income among a group of beneficiaries—represents the acme of 
sophisticated trust planning. For example, a grantor may create a 
trust intended for the benefit of his wife, children, their spouses and 
issue and give the trustees broad powers to spray income and/or 
principal among all or any of them in any manner and at such times 
as they desire. Such techniques when combined with discretion either 
to accumulate or distribute income achieve practically unlimited 
flexibility. In essence, the grantor is vesting in the trustees the kind 
of discretion which he himself would be exercising in meeting the 
family needs were he in complete control of the property. The pos- 
sible benefits of these types of trust are manifold and far-reaching. 
Not only can maximum over-all family security and utility be 
achieved, but maximum tax-savings as well. 

1. Grantor’s power to sprinkle. As would be expected, it is in this 
area that the grantor’s hands are tied. If he desires that the trust in- 
strument provide for such discretion, he must exclude himself as a 
trustee. 

2. Other trustees’ power to sprinkle. Related or subordinate trus- 
tees, except for the grantor’s spouse, although serving alone, may 
have such discretion, provided it is limited by a reasonably definite 
standard, as previously described.® If at least half the trustees are 
independent, their discretion in this regard may be unlimited. Here 
again, a wife and corporate fiduciary, or a son and attorney, etc. may 
be given unrestricted discretion to ‘‘sprinkle’’ income and/or prin- 
cipal among aclass.™ 

The following example illustrates the exceptional benefits of 


61 I.R.C. § 674(¢) (1) (1954). 
62 L.R.C. § 674(d) (1954). 
6s IRC. § 674(d) (1954). 
64 I.R.O. § 674(c) (1954). 
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sprinkling techniques in the normal short-term trust setup. An indi- 
vidual has substantial income from investments which he custom- 
arily allocates among his family. The people he is most concerned 
about are his wife, a son in high school, another son who has been 
practicing medicine for three years, and a daughter just married. 
Moreover, he has been generous with his elderly father and a maiden 
aunt. Until now he has divided the income among this group accord- 
ing to individual needs as they might vary from time to time. Thus, 
in the past several years he has gradually reduced the gifts to his 
physician son, who is establishing himself, and increased financial 
assistance to his recently married daughter. Some years ago his aunt 
needed an operation and he gave her the bulk of the income. 

He would like to create a short-term trust to realize the tax bene- 
fits and thus increase the amount of income available for these pur- 
poses, but does not want to forfeit this discretion which enables him 
best to serve his family. As long as he retains his substantial earning 
capacity, his wife and minor son will not require any of this income. 
Yet he would want them to be the principal beneficiaries if adversity 
or tragedy overtook him. He expects to eliminate the financial assist- 
ance to his doctor son and married daughter as soon as they become 
established and increase the share of his younger son when he ma- 
triculates at a university. Yet how can he provide for all of these 
contingencies and the possible viccissitudes of life? For this individ- 
ual a ‘‘sprinkling’’ trust is tailor-made. 

He realizes that he is barred from serving as a trustee of such a 
trust, but feels confident that his brother, who is familiar with his 
personal philosophy and family circumstances, and a trust company, 
attorney, accountant, or any other so-called ‘‘independent”’ trustee, 
will exercise discretion in these matters comparable to his own. He 
feels that as a practical matter, the ‘‘independent’’ trustee, will nor- 
mally defer to the wishes of his brother in such areas, He thus cre- 
ates a short-term trust designating his wife, children, their future 
issue, father, and aunt as possible beneficiaries and directs the trus- 
tees, in their sole discretion, to allocate income among them in what- 
ever shares they may decide from time to time. He couples this with 
a power either to accumulate or distribute income and even to invade 
principal under certain circumstances, 7.e., emergency, his prema- 
ture death, support and maintenance, etc. It is not anticipated that 
any income will be distributed to his wife, for to that extent there 
would be no tax-savings, but her security has been assured despite 
the trust in the event of adversity. Moreover, he expects to regain 
the corpus intact on termination of the trust, yet the corpus has not 











= © = wet 


ry — 











1958] THE SHORT-TERM TRUST 131 


been ‘‘frozen’’ for a substantial number of years so that it cannot be 
touched under circumstances in which he would gladly resort to it. 
Here, the maximum tax benefits have been achieved with a minimum 
of risk. 


ADMINISTRATIVE ConTROL 


The attorney’s task is not complete from a tax viewpoint, though 
he has made certain that no controls over the beneficial enjoyment 
have been retained which will cause the grantor to be taxable. He 
must go further. The retention by the grantor, or for that matter 
anyone other than an adverse party, of the following administrative 
powers will in itself be sufficient to cause the income to be taxed to 
the grantor. Since these powers normally do not exist under local 
law unless specifically reserved, the trust instrument may be silent 
with respect thereto. 

1. Power to deal with the corpus for less than adequate consider- 
ation. 

2. Power enabling the grantor to borrow trust funds without ade- 
quate interest or security. However, a trustee other than the grantor 
may be authorized to make loans under a general lending power to 
anyone without regard to interest or security. 

3. If the grantor has in fact borrowed from the trust and failed 
to repay the loan with interest before the beginning of the taxable 
year. This rule is not applicable to a loan made by an independent 
trustee to the grantor for adequate interest and security. 

4, Any one of the following powers if exercisable in a non-fidu- 
ciary capacity : 

(a) Vote stock or securities in a corporation in which the holdings 
of the grantor and the trust are significant from the viewpoint of 
voting control. 

(b) Control the investment of trust funds to the extent that such 
funds consist of stock or securities in corporations described under 
(a). 

(c) A power to reacquire the trust corpus by substituting other 
property of equivalent value.® 


Oruer ReLEvant Cope Sections Wuicu Must Be ConsERED 


Although the provisions of the Code dealing with short-term and 
controlled trusts are expressly stated to be exclusive in determining 
whether or not a grantor remains taxable, they are not as all-embrac- 


65 IRC. § 675 (1954) ; Reg. See. 1.675-1 (1956). 
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ing as first appears. They relate only to the question of ‘‘dominion 
and control’’ over the trust. Other factors provided for in different 
sections of the Code may also have a bearing. 

For example, if the trust is funded with an interest in a family 
partnership, compliance with these rules alone is insufficient. Ref- 
erence must also be had to section 704(e) of the 1954 Code, which 
deals specifically with family partnerships and would appear to ne- 
gate the possibility of placing such interest in a short-term trust. 
Similarly, an executive could not assign part of his salary to a trust, 
nor a salesman some of his commissions, and expect to escape tax- 
ation even though all of the rules of sections 671 through 678 of the 
1954 Code are meticulously observed. These involve assignments of 
income which have long been held invalid for tax purposes. Nor do 
these provisions govern the determination of the right of a grantor 
to rental deductions on a transfer to a trust and leaseback arrange- 
ment. 


Girt Tax ImpLicaTIONS 


One consideration often overlooked in the creation of short-term 
trusts is the applicable gift tax. Yet this may be a substantial factor. 
The irrevocable transfer of the right to income from property for an 
ascertainable term constitutes a gift. If a grantor transfers for a 
ten-year term property valued at $100,000, the applicable factor, 
based on a three and one-half per cent income return, prescribed by 
the Regulations is 8.3166. The presumed income of $3,500 per annum 
is multiplied by the factor and the value of the gift is thus deter- 
mined to be $29,108.10. The value of the remainder interest taxable 
in the decedent’s estate for federal estate tax purposes as of the 
creation of the trust is $70,891.90. 

The fact that the annual income from the trust property substan- 
tially exceeds three and one-half per cent is immaterial. For gift 
tax purposes this percentage figure is conclusive. However, the 
amount of income is a large factor in determining the value of the 
principal, unless there is an ascertainable market price, as in listed 
securities. 

The grantor has a $30,000 lifetime exemption ($60,000 if he is 
joined by his spouse in the gift tax return) against which this gift can 
be offset. In addition, he is permitted an annual exclusion of $3,000 


66 T.R.C. § 671 (1954). 

67 Reg. Sec. 1.671-1(¢c) (1956). See also Rev. Rul. 58-337, 1958 Int. Rev. But. No. 28, 
at 13. 

68 Reg. 108, Sec. 86.19(F) (3). 
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($6,000 if joined by his wife) for each donee which, however, is avail- 
able only with respect to gifts which qualify as ‘‘ present interests.’’ 
For example, where trust income is currently payable to benefici- 
aries, the annual exclusion is applicable. But if income may be accu- 
mulated, the annual exclusion cannot be utilized. 

Going back to our example, if the grantor created two separate 
trusts with the $100,000 property for his two children, with the in- 
come currently distributable to them, and his wife joins in the gift, 
the value of the gift is reduced by $12,000, so that only $17,108.10 of 
the lifetime exemption is consumed. Where income is accumulated, 
the entire $29,108.10 is applied against the lifetime exemption. Only 
after the exemption and exclusions, if applicable, are exhausted, is 
any gift tax payable. 

Ordinarily, gifts to a spouse are reduced by the marital deduction 
to the extent of one-half their value if the gifts qualify for that pur- 
pose. A short-term trust for the benefit of a wife, with reversion to 
the grantor at the end of the term, would not qualify, since the gift 
is of a terminable interest. Thus, the entire value of the gift would 
have to be taken into account. 

One of the changes introduced by the 1954 Code was to allow the 
annual exclusion with respect to gifts in trust for minors even 
though income was accumulated, provided certain conditions were 
met, 7.e., use of income and principal for minor’s benefit before age 
21 and distribution to the minor of the ‘‘property and the income 
therefrom’’ at age 21, etc.” Since the short-term trust contemplates 
the reversion of the principal to the grantor, this provision of the 
Code would not be applicable. 


Estate Tax IMpiications 


If the trust is for a definite term of years unrelated to the grantor’s 
death, only the value of his reversionary interest would be taxable 
in his estate ; the value of the present right to income for the balance 
of the term would be excluded. Generally speaking, the income right 
for a ten-year period is valued at about 30 per cent of the total prin- 
cipal.” Thus, should a grantor die within a year of the creation of a 
ten-year trust to which he transferred property valued at $100,000, 
only about $70,000 would be taxable in his estate and $30,000 would 
be excluded. 

Should the trust term be measured by an indefinite factor, such as 


69 T.R.C. § 2523 (1954). 
70 I.R.C. § 2503(¢) (1954). 
71 See note 67 supra. 
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the lifetime of the beneficiary, the value of the reversionary interest 
includible in the grantor’s estate would depend on the life expect- 
ancy of the beneficiary, or if on the happening of certain contin- 
gencies, the lapse of years before such event is likely to occur. 

Ordinarily, there should be little fear that if the grantor should die 
within three years of the creation of a short-term trust unrelated to 
his death, the entire corpus might nevertheless be taxable in his es- 
tate on the theory of contemplation of death.” This is unlikely if we 
assume, as in most instances would undoubtedly be the case, that the 
primary motive for the creation of the trust was the desire to save 
income taxes. It is well established that such a motive is one asso- 
ciated with life, which should therefore eliminate the contemplation 
of death problem.” 

Where the trust, though for a fixed term, terminates on the earlier 
death of the grantor (which can be provided for as previously indi- 
cated, if the grantor’s life expectancy at the creation of the trust ex- 
ceeds ten years), the entire corpus is taxable in his estate. Thus, 
there is a distinct disadvantage, estate-tax-wise, to such a provision. 
Moreover, it would be equally wasteful from a gift tax point of view, 
since the grantor presumably paid a gift tax measured by the full 
term of the trust. 

Yet how can one reconcile this disadvantage with the very legiti- 
mate concern for the welfare of his widow if he should die prema- 
turely? An individual while at the height of his earning capacity may 
be inclined to create such a trust for the benefit of children and thus 
save income taxes, but he would realize at the same time that if he 
should die prematurely and his earning power be lost to his wife, her 
security would depend on the property transferred in trust. Yet if he 
provides for termination of the trust on his death, he will have for- 
feited the estate tax advantage of excluding the value of the balance 
of the trust term. He can resolve this dilemma by providing that if 
he should die prematurely, the trust shall continue to the end of its 
fixed term for the benefit of his wife, in a manner similar to the pro- 
visions of his Will. His estate would still enjoy the estate tax ad- 
vantage, and the security of the widow would be preserved. 

A peripheral estate tax advantage resulting from a short-term 
trust is the exclusion of the trust income from the grantor’s estate. 


72 L.R.C. § 2035 (1954). For a general discussion of contemplation of death problem, see 
PoLisHER, EstaTE PLANNING AND EsTATE Tax Savines 65-89 (1948). 

78 Becker v. St. Louis Union Trust Co., 296 U.S, 48 (1935) ; First Nat. Bank of Kansas 
City v. Nee, 67 F.Supp. 815 (D.Mo. 1946) ; Estate of D. I. Cooper, 7 T.C. 1236 (1946). 
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Had no trust been created, the unspent income from the property 
would have formed part of his taxable estate. 

Although the more spectacular savings are in the income tax area, 
there can be some worthwhile estate tax benefits as well. 


ConcLuUsION 


The tax-savings realizable through short-term trusts can be spec- 
tacular. The risks to the security of the family unit may, however, be 
substantial unless the instrument is carefully drawn to retain the 
maximum flexibility allowable. Here the attorney must tread a peril- 
ous path amid the maze of hair-splitting technicalities and complexi- 
ties of the statutory provisions. It is not an exaggeration to say that 
an innocent-looking word, inadvertently inserted, or the omission of 
a limiting clause might wreck tax-wise an otherwise exemplary in- 
strument. Draftsmanship accompanied by thoughtfulness thus be- 
comes a fine and demanding art, a weighty challenge to the lawyer, 
even the tax expert. 











The Liability of a Life Insurance Benefi- 
ciary for the Insured’s Income Taxes—A 
Postscript on the Supreme Court’s 
Decisions in the Stern 
and Bess Cases 
MARCUS D. GRAYCK 


Ran article is a sequel to another that the author wrote earlier this 
year on the income tax transferee liability of a life insurance bene- 
ficiary.’ Intervening between the publication of the prior article and 
the writing of this piece, the Supreme Court handed down far-reach- 
ing decisions on this problem in Commissioner v. Stern? and United 
States v. Bess.’ By these decisions the Supreme Court affirmed the 
seemingly inconsistent results reached by the Courts of Appeals for 
the Sixth * and Third Circuits.® The importance of the Supreme 
Court’s action and the fact that it has made academic much of what 
was contained in this author’s prior article decided him upon taking 
a second look at the problem. 

Before analyzing the Supreme Court’s holdings in Stern and Bess 
the conflicts in the cases which antedated these decisions will be sum- 
marized. Thereafter, Stern and Bess will be studied. Finally, an at- 
tempt will be made to foresee some of the consequences that can be 
expected to flow from these two Supreme Court decisions. 


ConFuicts In Caszs Prior To SupREME Court Decisions 


Where in the past a deceased taxpayer had paid the premiums on 
a policy on his life—and had retained the rights to change the bene- 


Maxcus D. Graycx (A.B. 1948, Brooklyn College; LL.B. 1951, Harvard Law School; 
LL.M. in Taxation 1958, New York University School of Law) is a member of the New 
York Bar. 

1 See Grayck, Income Tax Transferee Liability of a Life Insurance Beneficiary, 13 Tax 
L. Rev. 313 (1958). 

278 Sup. Ct. 1047 (June 9, 1958). 

3 78 Sup. Ct. 1054 (June 9, 1958). 

4 Stern v. Comm’r, 242 F.2d 322 (6th Cir.), cert. granted, 355 U.S. 810 (1957) (bene- 
ficiary was held not liable for the insured ’s income taxes). 

5 United States v. Bess, 243 F.2d 675 (3d Cir.), cert. granted, 355 U.S. 861 (1957) (bene- 
ficiary held liable for the insured’s income taxes to the extent of the cash surrender values 
of the policies at the time of death). 
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ficiary, assign the policy, borrow money upon it, and to obtain its 
cash surrender value—the Commissioner often sought to satisfy his 
claim for income taxes owed by the deceased from the life insurance 
proceeds which became payable upon the taxpayer’s death.® In all 
cases here to be considered, collection was sought only from named 
beneficiaries * and then only after it became apparent that satisfac- 
tion of the income tax liability could not be had from the taxpayers’ 
estates. The delinquent taxpayers were insolvent at the time of their 
death. However, in no instance was the Government able to show in- 
solvency prior to that time.’ 

The Commissioner’s argument for collection from a named bene- 
ficiary was generally based upon the provisions now found in section 
6901 of the 1954 Code. Section 6901(a)(A)(i) provides that ‘‘The 
liability, at law or in equity, of a transferee of property of a taxpayer 
in the case’’ ® of the income tax is to be assessed, paid, and collected 
in a manner similar to other income tax liabilities. The thread of the 
Commissioner’s argument, which found complete acceptance only in 
the Tax Court,” was that the insurance proceeds constituted prop- 
erty of the deceased taxpayer ; that such a conclusion was justified in 
view of the taxpayer having retained the right to change the bene- 
ficiary ; that it followed that with such a right the taxpayer, at the 
moment prior to his death, could control the devolution of the insur- 
ance proceeds; that the proceeds were his property, since at the 
moment prior to his death all the taxpayer could do with assets which 
were concededly his was similarly to control their devolution; that 
the beneficiary was under a liability, at law or in equity, for the de- 
ceased’s unpaid taxes; that this liability could be grounded upon 
federal law or upon local state law; and that if state law were the 
applicable law the beneficiary could obtain no succor from provisions 
of that law which excluded insurance proceeds from the claims of 
the deceased’s creditors, since such ‘‘exemption’’ statutes ‘‘cannot 


6 Grayck, supra note 1, at 313. 

7 In Kieferdorf v. Comm’r, 142 F.2d 723 (9th Cir. 1944), the policy’s proceeds were pay- 
able to the deceased’s estate, and the Court held that the tax liability might be satisfied out 
of these proceeds. This result has not been challenged by the cases referred to in Grayck, 
supra note 1, at 313. 

8In Pearlman v. Comm’r, 153 F.2d 560 (3d Cir. 1946), insolvency prior to death was 
shown and satisfaction of the income tax liability was obtained from the policy’s proceeds 
to the extent of the cash surrender values. 

9 All decisions in this area were governed by the provisions of the 1939 Code. The pro- 
visions of the 1939 Code, in all pertinent respects, were the same as those of the 1954 Code. 
See I.R.C. § 311 (1939). 

10 Mary Stoumen, 27 T.C. 1014 (1957). See Grayck, supra note 1, at 314. 
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bind the Federal Government in the administration of its taxing 
laws.’’ #4 

The thrust of this line of reasoning was blunted by the Court of 
Appeals for the Second Circuit in Rowen v. Commissioner,’ for the 
Third Circuit in United States v. Bess,* for the Sixth Cireuit in 
Stern v. Commissioner,'* and by the Courts of Appeals for the 
Fifth * and Seventh Circuits.’* For the purposes of this summary, 
attention need only be given to the Courts of Appeals decisions in 
Rowen, Bess, and Stern. 

Rowen predated Stern and Bess, and its approach to the problem 
was discussed in each of the later cases. The Court of Appeals for 
the Second Circuit in Rowen announced its criterion to be whether 
the insurance proceeds were ‘‘assets or property which belonged to 
the decedent and which, but for transfer could have been distrained 
in his hands.’’ 1" Since the deceased had no right to the proceeds dur- 
ing his lifetime and, further, since the proceeds were not payable to 
his estate, the Court concluded that the proceeds were not property 
of the taxpayer and that the beneficiary was not a ‘‘transferee’’ of 
such property. 

Thus we see the Commissioner, backed by the Tax Court, arguing 
that the insurance proceeds were the taxpayer’s property because 
these proceeds were subject to his power of directing their flow upon 
his death. Contrariwise, the Court of Appeals for the Second Cireuit 
held that these proceeds were not the taxpayer’s property because 
the taxpayer had no right to them during his lifetime. Only the Tax 
Court found the testamentary aspect to be of importance. The inter 
vivos aspect of these proceeds, the fact that they could not be pos- 
sessed by the taxpayer during his lifetime, was convincing to the 
Court of Appeals in Rowen, Bess, and Stern. However, this measure 
of agreement between the Courts of Appeals for the Second, Third, 
and Sixth Circuits did not prevent a trichotomy of holdings by these 
Courts. 

The Court of Appeals for the Second Circuit in Rowen, after de- 
ciding that the full proceeds were not property of the delinquent tax- 
payer, did go on to hold that the cash surrender values of the poli- 


11 Mary Stoumen, supra note 10, at 1025. 

12 215 F.2d 641 (2d Cir. 1954). 

18 243 F.2d 675 (3d Cir.), cert. granted, 355 U.S. 861 (1957). 

14 242 F.2d 322 (6th Cir.), cert granted, 355 U.S. 810 (1957) ; accord, Tyson v. Comm’r, 
212 F.2d 16 (6th Cir. 1954). 

15 United States v. Truax, 223 F.2d 229 (5th Cir. 1955). 

16 United States v. New, 217 F.2d 166 (7th Cir. 1954). 

17 Rowen v. Comm’r, supra note 12, at 644; emphasis added. 
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cies, as of the date of death, were such property. However, it denied 
the Commissioner recovery of such cash surrender values on the 
ground that under the applicable state law the beneficiaries were not 
liable, at law or in equity, for the deceased’s income taxes. In Bess 
the Court of Appeals for the Third Circuit accepted Rowen’s finding 
that the cash surrender values as of the taxpayer’s death were his 
property. However, it rejected Rowen’s holding that state law was 
applicable, substituted instead the ‘‘ general law as laid down by the 
Federal courts and not subject to the limitation in the law of any 
State,’’ * and held under such general law that there was liability on 
the part of the beneficiary for the amount of the cash surrender 
values. 

In contrast to the holdings in Rowen and Bess, that the cash sur- 
render values were property of the taxpayer, stands the opinion of 
the Court of Appeals for the Sixth Circuit in Stern. In that case the 
Court held that after the death of the taxpayer ‘‘there remained no 
cash surrender value.’’ }® The Court of Appeals for the Sixth Cireuit 
went on to hold, in accord with Rowen but contrary to Bess, that even 
if the proceeds or the cash surrender values constituted property of 
the deceased taxpayer, under the applicable state law there was no 
liability on the part of the beneficiary. 

Thus, before the Supreme Court’s decisions in Stern and Bess, we 
find the courts maintaining four separate and distinct positions on 
the income tax transferee liability of a life insurance beneficiary. The 
Tax Court had allowed the Commissioner recovery of his claim to the 
full extent of the insurance proceeds. All the Courts of Appeals re- 
jected recovery of the full proceeds. The Court of Appeals for the 
Second Circuit in Rowen found that the cash surrender values as of 
the date of death would have been subject to the Commissioner’s 
claim but for the provisions of the applicable state law which barred 
recovery. In Bess the Court of Appeals allowed recovery for the cash 
surrender values on the basis that federal law controlled on the ques- 
tion of the beneficiaries’ liability. The Court of Appeals for the Sixth 
Circuit in Stern held that the cash surrender values were not prop- 
erty subject to the Commissioner’s claim, and that even if such val- 
ues were so subject, state law barred recovery. At this juncture the 
Supreme Court dispelled the oppressive air of conflict with its deci- 
sions in Stern and Bess. These recent decisions appear to be defini- 
tive.” 


18 United States v. Bess, supra note 13, at 677. 
19 Comm’r v. Stern, supra note 14, at 325. 
20 Since the Supreme Court’s decisions in Stern and Bess, the Tax Court, in accord with 
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Supreme Court Decisions 


Justice Brennan wrote both majority opinions affirming the de- 
cisions in Stern and Bess. The Chief Justice, Justice Black, and Jus- 
tice Whittaker dissented in Stern on the basis of an opinion written 
by Justice Black. In Bess the dissenters in Stern concurred in the re- 
sult, and there was a concurrence in part and a dissent in part 
written by Justice Harlan and joined in by Justice Burton. 

Turning to the Stern case, the majority opinion recognized that 
the Court of Appeals for the Sixth Circuit had rested its decision 
against the Commissioner on two grounds. As noted above, the first 
of these was that the beneficiary was not a transferee under section 
6901(a)(1)(A)(i) because property of the taxpayer had not been 
transferred to him. Secondly, under the applicable state law, that of 
Kentucky,” the beneficiary was not liable for the deceased’s income 
tax. The Supreme Court affirmed the decision of the Circuit Court 
of Appeals for the Sixth Circuit on the basis of the second issue and 
avoided the first issue since the second was found to be dispositive of 
the case. 

The Supreme Court recognized that in a prior case ** it had specifi- 
cally refused to rule whether state law controlled on the question of 
‘‘liability, at law or equity, of a transferee.’’ * In coming to its pres- 
ent conclusion that state law should determine the question, the 
Court resorted to the legislative history of the predecessor to section 
6901(a) (1) (A) (i). It was pointed out that transferee liability was 
first enacted by section 280 of the Revenue Act of 1926; *4 that it was 
clear that Congress did not intend the enactment to define or change 
the then existing liability of a transferee ; * that section 280, instead, 
had been intended to provide the Government with a summary rem- 
edy to enforce such existing liability; that prior to the 1926 enact- 
ment the Government’s only recourse had been in the district courts; 
and that such procedure had been cumbersome.” The Supreme Court 
postulated that since the predecessor to section 6901 was a proce- 


those decisions, has reversed its former position on the problem and has denied transferee 
liability of the beneficiaries in Becky Osborn Hampton, 30 T.C. No. 67 (June 25, 1958), 
Helen E. Myers, 30 T.C. No. 68 (June 25, 1958), Vernon M. Bingham, 30 T.C. No. 91 
(July 10, 1958), and Estate of Harvey Schneider, 30 T.C. No. 96 (July 17, 1958). 

21 Ky. Stat. § 655 (Carroll 1936). To the same effect, Ky. Rev. Star. § 304.691 (Bald- 
win 1955). 

22 Phillips v. Comm’r, 283 U.S. 589, 602 (1931). 

23 ILR.C. § 6901 (a) (1) (A) (i) (1954). 

24 44 Star. 61. 

25 §.Rep. No. 52, 69th Cong., 1st Sess. 28-30 (1926). 

26 H.R. Rep. No. 356, 69th Cong., Ist Sess. 44 (1926). 
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dural statute, other sources had to be consulted for a definition of the 
substantive liability. Going further, Justice Brennan announced 
that ‘‘ since no federal statute defines such liability, we are left with a 
choice between federal decisional law and state law for its defini- 
tion.’’ 7 

In rejecting federal decisional law in favor of state law, the Su- 
preme Court considered the Government’s contention that uniform- 
ity militated in favor of federal decisional law. The majority opinion 
decided that ‘‘ Uniformity is not always the federal policy.’’ ** Hav- 
ing found no Congressional manifestation in favor of uniformity in 
the language of the transferee liability section nor in its history, the 
Supreme Court thought that resort to federal decisional law would 
be inappropriate. As support for this conclusion the majority ten- 
dered that ‘‘Since the federal courts no longer formulate a body of 
decisional law for the larger field of creditor’s rights in diversity 
cases, any such effort for the small field of actions by the Government 
as a creditor would be necessarily episodic.’’ *® 

Continuing on, Justice Brennan noted that it had been conceded 
that under the law of Kentucky a life insurance beneficiary was not 
liable to the insured’s creditors in the absence of fraud on such cred- 
itors. However, the Government countered that such a state enact- 
ment could not be availed of to frustrate a federal tax liability. Re- 
sponding to this contention, the majority stated that ‘‘the fallacy 
in the Government’s argument is in the premise that Congress im- 
posed a tax liability against the beneficiary. We have concluded that 
Congress has not seen fit to define that liability and that none exists 
except such as is imposed by state law.’’ *° 

The dissenting opinion of Justice Black took issue with the major- 
ity’s conclusion that state law should apply. It was the minority’s 
view that ‘‘liability for federal taxes should be determined by uni- 
form principles of federal law, in the absence of the plainest congres- 
sional mandate to the contrary.’’ ** The dissent found that the leg- 
islative history of the predecessor of section 6901 fell far short of 
expressing a Congressional mandate for the application of state 
law.** Justice Black concluded that under federal law there would be 


27 Comm’r v. Stern, supra note 2, at 1050. 

28 Id. at 1051. 

29 Tbid. 

80 Id. at 1052. 

81 Ibid. 

82 The dissenters thought that the House Conference Committee had manifested an intent 
that federal law should apply. It is stated in H.R. Rep. No. 356, 69th Cong., 1st Sess, 44 
(1926), 1939-1 (Part 2) Cum. Buu. 361, 372, that the new provision would ‘‘ develop 
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liability. The quantum of this liability, an issue not reached by the 
majority in Stern, was found by the dissent not to be full insurance 
proceeds but instead the cash surrender values of the policies just 
before the death of the taxpayer. The minority rejected the full pro- 
ceeds as the measure of liability, because the insured had no right to 
them during his lifetime. 

In approaching the Bess decision, it is necessary to recognize cer- 
tain factual differences between it and the Stern case. In the latter 
case the Tax Court determined deficiencies in the taxpayer’s income 
taxes some five years after the taxpayer’s death. As a result, notice 
and demand were necessarily made for the unpaid taxes after Dr. 
Stern’s death. By way of contrast, in Bess before the taxpayer’s 
death ‘‘notice and demand were made upon him for payment of the 
deficiencies formally consented to by him as owing for 1945 and 
1946.’’ ** This difference in the facts of the two cases, that notice and 
demand were made upon the taxpayer in Bess and not in Stern, is the 
key to understanding the difference in results achieved in these two 
cases. 

Whereas the Supreme Court denied any recovery in Stern, in 
Bess it did permit recovery by the Commissioner against the bene- 
ficiary to the extent of the cash surrender values of the policies at the 
time of the taxpayer’s death. This recovery was achieved as a result 
of the application of the lien provisions of what is now section 6321 
of the 1954 Code. Under that section, if a taxpayer ‘‘liable to pay any 
tax neglects or refuses to pay the same after demand, the amount... 
shall be a lien in favor of the United States upon all property and 
rights to property, whether real or personal, belonging to such per- 
son.’’ ** The majority opinion in Bess found this lien provision ap- 
plicable to the facts of that case and specifically declared that ‘‘ The 


through the Board [of Tax Appeals] a uniformity of precedents in lieu of the present 
rather vague principles of law governing the liability of a transferee for unpaid taxes of 
a transferor.’’ Justice Black believed this Congressional concern for uniformity indicated 
a preference for the application of federal law. 

83 United States v. Bess, supra note 3, at 1057. 

84 The beneficiary argued that this provision did not apply, in view of the fact that the 
deceased had made payments against the deficiency for 1945, and therefore he had not 
neglected nor refused to pay the tax for that year. The Court answered this by stating: 
‘¢Since, in the view we take of this case, the liability of Mr. Bess is limited to the cash 
surrender value of $3,362.53, it suffices that whatever may be the case as to the 1945 taxes 
the requisite neglect or refusal was plainly established as to the 1946 delinquency of 
$3,789.32, for it is admitted that Mr. Bess neither paid nor attempted to pay anything on 
account of those taxes.’’ United States v. Bess, supra note 3, at 1057. For a comprehensive 
article on the federal tax lien, see Plumb, Federal Tax Collection and Lien Problems (First 
and Second Installments), 13 Tax L, REv. 247 (1958). 
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courts below erred in applying’’* the provisions of the transferee 
section (section 6901 of the 1954 Code) ‘‘in this case.’’ ** The trans- 
feree section was found to be inapplicable because, as in Stern, local 
state law did not impose liability on the beneficiary in the absence of 
fraud of creditors. 

The Court rejected the Government’s contention that the full in- 
surance proceeds were subject to the section 6321 lien. It reasoned 
that it would be anomalous to consider these proceeds as belonging 
to the taxpayer, in view of the fact that he could not possess or enjoy 
them during his lifetime. Justice Brennan’s opinion in Bess found 
the beneficiary liable to the extent of the cash surrender values as of 
the taxpayer’s death because such values constituted ‘‘property’’ or 
‘‘rights to property’’ of the taxpayer within the meaning of section 
6321. The conclusion that these values fell within the ambit of sec- 
tion 6321 was reached because the insured had the right during his 
lifetime to compel the insurer to pay him the cash surrender values. 
Such values were found to have been choses in action possessed by 
the taxpayer at his death. Noteworthy in this regard is the fact that 
the majority opinion stated that it came to this result through the 
application of state and not federal law.** 

The majority rejected the beneficiary’s argument that under the 
applicable state law the cash surrender values were not subject to 
claims of the insured’s creditors. The Court found that ‘‘once it has 
been determined that state law creates sufficient interests in the in- 


85 United States v. Bess, supra note 3, at 1056 n.1. 

36 Ibid. 

37 Id. at 1057. New Jersey law was the applicable state law. The Supreme Court did not 
cite any New Jersey decisions for its conclusion that the cash surrender values were the 
property of the insured and not of the beneficiary. Plumb, supra note 34, recognized that in 
some states the beneficiary is deemed to have vested rights to the policy and therefore to 
the policy ’s cash surrender value, subject to divestment by the insured changing the bene- 
ficiary. Accord, Pyle, Liability of Life Insurance and Annuities for Unpaid Income Taxes 
of Living Insureds, Annuitants and Beneficiaries (First Installment), 9 Tax L. Rev. 205, 
214 (1954). 

Plumb, supra note 34, at 256-257, makes the point that the vesting of rights in the bene- 
ficiary by state law will not prevent a court from ordering the insured to divest the benefi- 
ciary of such rights. By its lack of concern with the decisional law of New Jersey in this 
respect, possibly the Supreme Court thought the question to be of no import where the in- 
sured was dead and therefore could not be ordered to divest the beneficiary of his rights. 
On the other hand, possibly New Jersey law holds the beneficiary to have had an expectancy 
and not vested rights to the cash surrender values. If that were the case, such an expectancy 
would not defeat the Government’s lien, and therefore no argument was had on New Jersey 
law. It would seem that this point should be raised when a case like Bess arises in a state 
subscribing to the view that a beneficiary has a vested right to the policy and its complete 
proceeds subject only to divestment during the insured’s lifetime by a change of benefi- 
eiary. 
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sured to satisfy the requirements of’’ ** the lien section (section 
6321 of the 1954 Code), ‘‘state law is inoperative to prevent the 
attachment of liens created by federal statutes in favor of the United 
States.’’ *° 

Having found that the cash surrender values constituted ‘‘prop- 
erty’’ * or ‘‘rights to property’’ * of the delinquent taxpayer, the 
majority still had to pass another hurdle before it could find the 
Commissioner entitled to collection of these values from the bene- 
ficiary. Justice Brennan declared that it was of the very nature of 
a lien that once a lien attaches to property, subsequent transfers of 
the property are made subject to the lien. The remaining question to 
be answered here was, did the death of the taxpayer extinguish the 
cash surrender values? 

An insurance company’s obligation to pay the cash surrender 
value of a policy is inconsistent with its obligation to pay the full 
proceeds. It was this inconsistency that had led the Court of Appeals 
for the Sixth Circuit to conclude in the Stern case that after the 
death of the taxpayer ‘‘there remained no cash surrender value.’’ 
If, then, the cash surrender values were extinguished in Bess by the 
death of the insured, was there any property or right to property 
to which the lien could still be said to be attached? 

The majority removed itself from the bite of this contention by 
finding prior precedents which had ruled that the cash surrender 
value of a life insurance policy represented a fund for the benefit 
of the insured.** The Court found that ‘‘in economic reality the in- 
surer pays the beneficiary the insured’s ‘fund,’ plus another amount 
sufficient to perform the insurer’s promise to pay the proceeds on 
the insured’s death.’’ ** With the clearing of this last hurdle, the 
majority concluded that the cash surrender values came into the 
hands of the beneficiary subject to the Government’s lien and that 
the beneficiary therefore was liable for the unpaid income taxes to 
the extent of these values as of the date of death. 

The concurring opinion of the Chief Justice, Justice Black, and 


38 United States v. Bess, supra note 3, at 1058. 
89 Ibid. 

40 L.R.C. § 6321 (1954). 

41 Ibid. 


42 Comm ’r vy. Stern, supra note 14, at 325. 

43 This concept of the cash surrender value constituting a fund for the benefit of the 
insured was traced to Judge Addison Brown, writing in In re McKinney, 15 Fed. 535, 537 
(S.D.N.Y. 1883). The language employed by Judge Brown was twice quoted with approval 
by the Supreme Court in Hiscock v. Mertens, 205 U.S. 202, 211 Age) , and Burlingham 
v. Crouse, 228 U.S. 459, 469 (1913). 

44 United States v. Bess, supra note 3, at 1059. 
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Justice Whittaker agreed with the majority that the Government 
had a valid lien against the cash surrender values. In addition, these 
three were in favor of allowing recovery under the transferee pro- 
visions of section 6901. In this regard, they were at odds with the ma- 
jority since, as noted above, Justice Brennan specifically ruled 
against the application of the transferee section.* 

Justice Harlan’s dissent in the Bess case struck at the majority’s 
finding that the Government’s lien survived the death of the insured. 
He granted that the lien attached during the taxpayer’s lifetime. 
However, quoting from Judge Learned Hand’s opinion in United 
States v. Behrens,” Justice Harlan stated that the performance of 
the insurance company’s promises to pay the proceeds or the cash 
surrender value ‘‘are not only separate, but inconsistent with each 
other: the payment of the ‘surrender value’ cancels the promise to 
pay the ‘proceeds’ and the promise to pay the ‘proceeds’ assumes 
that the insured has not demanded and received the ‘surrender 
value.’ ’’ #7 This reasoning led to the dissenters’ conclusion that the 
cash surrender values had been extinguished by the death of the tax- 
payer. Thus, this minority would hold that the lien had failed and 
that the beneficiary was not in any way liable for the deceased’s in- 
come taxes. 


CoNSEQUENCES OF THE SUPREME Court’s Decisions 


The holdings by the Supreme Court in Stern and Bess bring some 
measure of foreseeability to the problems of a life insurance bene- 
ficiary. Seemingly, all nine of the Justices were in agreement that the 
full proceeds were neither ‘‘rights to property’’ ** of the taxpayer 
nor ‘‘property of a taxpayer,’’*® and therefore in the future a 
beneficiary ought not to be called upon to disgorge such amounts.” 


45 See notes 35 and 36 supra. 

46 230 F.2d 504 (2d Cir.), cert. denied, 351 U.S. 919 (1956). 

47 United States v. Bess, supra note 3, at 1060. 

48 T.R.C. § 6321 (1954). 

49 I.R.C. § 6901(a) (1) (A) (i) (1954). 

50 This conclusion can be pieced together by reading all opinions in both Stern and Bess. 
The majority in Bess decided that the full proceeds were not subject to the section 6321 
lien, The majority in Stern did not reach the question whether these proceeds were sub- 
ject to transferee liability under section 6901, since state law did not impose any liability 
upon the beneficiary in that case. However, the minority in Stern did reach the question 
of the quantum of liability, since they found liability of the beneficiary under federal law. 
Justice Black expressly rejected the full proceeds as the measure of this section 6901 
liability. Thus, we have express holdings by the majority in Bess and by the minority in 
Stern that the full proceeds are not the proper measure of liability of the beneficiary under 
sections 6321 and 6901, respectively. In view of the similarity of language in both of these 
sections with respect to ‘‘property’’ and in view of the conclusiveness of the rejection of 
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Stern’s holding that state law governs the liability of a transferee 
under section 6901(a)(1)(A)(i) has far-reaching consequences. As 
a general rule, state law denies liability against beneficiaries in the 
absence of fraud by the insured upon his creditors. Thus, as a result 
of Stern, a beneficiary need not be concerned with transferee lia- 
bility under section 6901 unless there is such fraud. 

Where an insured commits fraud upon his creditors and there- 
fore state law imposes liability upon the beneficiary, an interesting 
question may arise. Is the quantum of such liability determined by 
state law or by federal law? The question will become crucial where 
state law, as is not unusual, limits liability to the tainted premiums 
paid by the insured. On the other hand, if federal law were to meas- 
ure the state-imposed liability, then since under the Bess decision 
the cash surrender value as of the date of death was considered as 
belonging to the taxpayer, such value might be the measure of lia- 
bility. The amount of the transfer by the insolvent taxpayer would 
be the cash surrender value under federal law, and the Government 
may well contend that it should recover such amount rather than the 
smaller amount of the tainted premiums.” 

Section 6902(a) of the 1954 Code imposes the burden of proof 
upon the Government to show liability as a transferee. Where fraud 
against creditors is contended by the Government it will have to 
prove such fraud. Proof of fraud and insolvency during the tax- 
payer’s lifetime may be difficult for the Government to establish. 
Whether the fruits of such efforts will justify their expenditure will 
vary in each case. 

The application of state law to transferee liability cases involving 
other than insurance probably should not bring about major changes. 
Of course, state law will have to be searched before any conclusion 
can be reached, but it would appear, for example, that liquidation 
payments by a tax-delinquent corporation will still subject the share- 
holders to transferee liability.*? Transfers by means of gift to mem- 
bers of the taxpayer’s family while he is insolvent or under such 


the full proceeds as the proper measure of liability by the majority in Bess and the minority 
in Stern, it would seem that the above stated conclusion is justified. 

51 This author’s own view on the matter is that the application of federal law to measure 
the amount of liability would be inappropriate. The majority in Stern rejected the Gov- 
ernment’s contention for uniformity militating in favor of federal decisional law to de- 
termine liability. This rejection was based upon the absence of a Congressional mandate 
for uniformity. Similarly, there is the absence of a Congressional mandate for uniformity 
on the question of the amount of the beneficiary’s liability. Besides, applying state law 
to determine liability and federal law to measure such liability would bring unneeded com- 
plexity to an already knotty problem. 

52 See, e.g., N. Y. Stock CorPoRATION Law § 105, subd. 10. 
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circumstances that the transfers render him insolvent generally will 
be under the opprobium of state law.*® Transferee liability can be 
expected to attach to the donee. 

Turning attention now to the Bess decision, additional conse- 
quences for a beneficiary can be foreseen. Bess limits a beneficiary’s 
liability to the cash surrender values. The Commissioner may re- 
cover those values only if the income tax has been assessed and 
notice and demand have proved of no avail during the taxpayer’s 
lifetime. These conditions for the application of the lien provisions 
of section 6321 place a premium on the Commissioner winning a race 
with the archangel of death. With considerable gaps often existing 
between filing of the return and audit and between audit and assess- 
ment, the Commissioner will be at a distinct disadvantage. In addi- 
tion, these conditions will make it impossible for the Commissioner 
to effect any recovery for the taxpayer’s last taxable year since that 
year ends upon his death. 

The restrictions of the Bess decision on the collection efforts of 
the Commissioner come into even sharper focus when it is realized 
that the insured, during his lifetime, can deplete the cash surrender 
values by borrowing against them. If the insured does so deplete 
these values, and also assiduously avoids insolvency, it would seem 
that the Government can be deprived of collection even when notice 
and demand are served in time. Likewise, if the taxpayer converts 
his policies that have cash surrender values into term policies with- 
out that feature, then the Government’s collection attempts can also 
be foiled. 

As a result of the decisions in Stern and Bess cases, it can now be 
expected that the Commissioner will not wait till the taxpayer’s 
death to catch whatever assets he can. Under the line of cases ema- 
nating from the Tax Court,” which allowed recovery by the Com- 
missioner to the full extent of the proceeds, the Commissioner was 
able profitably to forego the cash surrender values in exchange for 
an expectancy of recovery from the full proceeds. Such an induce- 
ment for patience on his part is no longer present.®® Also, if there 
is any reason to doubt the collectibility of an assessment, it would 
seem that the Commissioner will not seek or grant extensions of 
time under section 6501(c) (4) to make assessments. In furtherance 


53 See, e.g., N. Y. DEBTOR AND CREDITOR Law § 273. 

54 T.R.C. § 443(a) (2) (1954). 

55 See note 10 supra. 

56 The Stern and Bess decisions provide considerable inducement, however, for the tax- 
payer to continue his insurance policies even after notice and demand are served. The bene- 
ficiaries may no longer be deprived of more than the cash surrender values. 























1958] INCOME TAX LIABILITY OF LIFE INSURANCE BENEFICIARY 149 


of his collection attempts, though, the Commissioner may call upon 
the provisions of section 6851 in order to terminate the taxpayer’s 
taxable year and upon section 6861 to make jeopardy assessments. 

It would appear that the decisions in Stern and Bess will provide 
much aid and comfort to insurance salesmen. This author can think 
of no other investment that can provide such a sound barrier against 
income tax assessment. In order, however, to make use of these deci- 
sions in this fashion, a word of caution is necessary. All attraction 
of these cases is removed where a husband seeks to protect his wife 
with insurance and he and she file joint returns. After his death as 
well as before, she will be fully liable for any deficiency. There 
seems to be no reason why the Commissioner cannot effect collec- 
tion against the widow to the full extent of her assets. The insurance 
proceeds in her hands would be her assets and, of course, these 
proceeds could then be reached to satisfy her own liability for the 
deficiency. 

Excepting for the moment the filing of a joint return situation, it 
does seem that as a result of Stern and Bess protection for a tax- 
payer’s family can be effected by the purchase of life insurance. 
On a policy level, the Stern and Bess cases may thus be justified. 
Insurance proceeds, modest in amount, may well be a widow’s only 
means of support. On the other hand, as a result of the Supreme 
Court’s action, tax delinquencies may be expected to increase. Those 
afflicted with old age or ill health may seek an advantage from these 
decisions. This they may do by not paying their income taxes as 
they become due and, at the same time, depleting their estates of all 
but insurance. Cash surrender values can be dissipated and insolvy- 
ency avoided, thus emasculating the Bess decision and avoiding the 
pinch of the Stern case. 

Just how far such abuses could continue before Congress would 
bring out remedial legislation is open to question. Such legislation 
could take any of many forms, and it might subject part or all the 
proceeds to liability for income taxes. In this regard it is worthy of 
note that a life insurance beneficiary is liable as a transferee for 
the estate tax of the deceased.** If undue abuse is made of the Stern 
and Bess decisions, Congress may decide to extend the estate tax 
transferee liability pattern to the income tax. 


57 LR.C. § 6013(d) (1954). 
58 I.R.C. §§ 6901(h), 6324(a) (2), and 2042(2) (1954). 
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